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THE RATE OF INTEREST AND MONETARY 
POLICY? 


By THOMAS WILSON 


THE scepticism about the effectiveness of interest rates engendered by the 
disappointments of the thirties had been by no means dispelled when, in 
the late forties and fifties, country after country resorted to a policy of 
dear money. Admittedly conditions had changed in a way favourable to 
this policy for deflation had given place to inflation, and it had long been 
recognized that the rate of interest might be more powerful in halting a 
boom than in curing a depression. Moreover there was no question of 
relying solely on the new monetary policy: direct controls over manpower 
and commodities had, it is true, been largely abandoned on the ground 
that they were in the main unsuitable for more than short-term purposes, 
but the use of budgetary policy as a help in stabilizing the economy was 
by no means abandoned although largely superseded by credit policy as a 
topic for public discussion. The restriction of credit could therefore be 
regarded us a powerful weapon that had long been foolishly neglected or as 
a minor supplement to other measures which it would be somewhat point- 
less to neglect. But support for the policy of credit restriction, whether 
given hopefully from the start or conceded grudgingly in the light of ex- 
perience, has not always implied a revival of faith in the rate of interest 
as a means of enforcing it. Some, of course, would accept the judgement 
of a writer in The Economist: “There is no doubt where the economics are 
pointing: towards a world voracious in its demands for new capital. There 
is no means in a free economic system, of matching that demand to the 
available resources save through the mechanism of interest rates.’* But 
others would claim that whatever has been achieved by the restriction of 
credit should be attributed to such measures as the rationing of advances 
and the curtailment of hire-purchase; dear money is felt to have been an 
almost useless, if somewhat costly, accompaniment which reflects no more 
than the dull orthodoxy of those in charge of policy. On this interpretation 
the earlier debate between the supporters of credit restrictions and those 
of direct controls may appear to have had a somewhat odd outcome: tight 
credit may indeed have proved its worth but direct controls, rightly 
abandoned in many other fields, may have been the principal means of 
making credit tight! 

1 The author has had the benefit of advice from Professor Brian Tew and Mr. Manning 
Dacey in writing this paper. Neither is committed in any way to the views expressed, nor 


responsible for errors the paper may contain, 
2 The Economist, 15 June 1957, p. 996. 
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236 THE RATE OF INTEREST AND MONETARY POLICY 


If there is disagreement about the role the rate of interest can play, 
there is also disagreement about the effectiveness of credit restriction in 
general. Naturally the more« ‘reme advocates of the control of commodi- 
ties and prices have been able to detect little virtue in what they regard 
as a rival policy and have greeted its apparent failures with gloomy satis- 
faction. But more moderate opinion has also been disappointed and the 
need for a scrutiny of the whole policy has been recognized by the appoint- 
ment of the Radcliffe Committee. 

It is not surprising that the effect of credit policy on the public should 
have become a topic of controversy. What is, perhaps, surprising is that 
so much of the recent discussion of monetary policy has been concerned 
with the way in which the banks can best be induced to restrict credit. 
Now, the art of central banking is not a new one, and in a country with so 
long a tradition, where there are, moreover, only a handful of large and 
old-established deposit banks to bring into line, the technique of control 
ought surely to be well understood. In defence, it can be pointed out that 
the conditions in which the central bank must operate are now vastly 
different from what they were 30 years ago ; furthermore, a gradual adjust- 
ment to change was rendered impossible because for a long period the 
amount of money was left to be determined by other factors, and the Bank 
had to confine itself to the routine task of ensuring that whatever was 
demanded was smoothly and efficiently provided. But the main cause 
of weakness must be sought in a reluctance to face some of the political 
and economic implications of halting inflation. 

With these wider issues the present paper will be only incidentally 
concerned. It will be assumed that inflation should be stopped. The 
first part will deal with the much-debated problem of bringing the 
deposit banks into line with a policy of restraint and will conclude with 
a discussion of changes in the velocity of circulation. The second will be 
concerned with the role that interest rates may be expected to play and 
the manner in which funds released from hoards may be absorbed. In 
the final section, some recommendations will be summarized. 


I. Controlling the Banks 


The pressure from the central bank may be exerted in different ways 
with somewhat differing consequences and it is therefore necessary to work 
out several examples. Thus the authorities may resort to open-market 
operations’ and sell (a) bills, or (6) bonds, or (c) they may replace bills with 


1 It should be permissible, however, and will certainly be convenient, to slur the distinc- 
tion between open-market operations by the Bank of England from its own holdings, and 
those it may make on behalf of government departments. 
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THOMAS WILSON 237 


bonds while leaving the total volume of debt in the hands of the public 
unchanged—the funding operation so strongly advocated by some experts 
on these matters. But the pressure on the banks’ reserves may have a 
different starting-point: (d) a rise in monetary expenditure—which, with 
rising velocity, need not imply larger deposits—will cause a greater de- 
mand for notes and there will be a corresponding drain on cash reserves. 
To talk of an internal drain is to use terribly old-fashioned language, but 
an examination of the statistics confirms its importance. 

A high Bank Rate with open-market sales, Let us begin by looking at the 
traditional method of control that is now said to be defective. Suppose 
the authorities sell £10 million of Treasury bills and suppose these to be 
taken up entirely by the discount market.! Bankers’ Deposits drop accord- 
ingly and the deposit banks must then seek to replenish their reserves or 
resign themselves to a cut in their customers’ deposits. The traditional 
view was that deposits must ultimately fall; the more recent contention, 
which has given rise to such doubts about the efficacy of control, is that 
deposits can be maintained because the Bank in its role of open-fisted 
lender of last resort will frustrate the Bank as a stern disciplinarian. On 
either view, the next step is familiar: the market is put into the Bank and 
the loans of £10 million it obtains against the security of bills will restore 
cash reserves for the time being. For this to happen it is not necessary for 
the deposit banks to have had liquid reserves above 30 per cent. initially,? 
for the open-market operation has been a sale of bills and the banking 
system has thus been given the collateral needed for borrowing at the 
Bank of England without entrenching on its initial holding of bills. It 
may appear that if bonds were sold, the banks could make good their 
loss only if they had an excess of bills initially on which to draw; but the 


* outcome may depend mostly upon the distribution of bonds and bills 


between the banks and the brokers. 

The next step is to consider what happens when the pledged bills mature. 
The discount houses will then get cheques from the Treasury drawn on the 
Bank of England and will themselves repay the Bank of England; these 
transactions will therefore cancel each other. But it remains to be seen how 
the Treasury finances the transaction. One possibility would be to borrow 


1 This example begins in the same way as the one given by Mr. Manning Dacey in Lloyds 
Bank Review, Apr. 1956. Later, however, it develops differently. 

2 Liquid reserves fluctuate seasonally, and the ‘30 per cent. rule’, which is now the custo- 
mary term, refers strictly to the seasonal minimum in March. The corresponding minimum 
for December would be about 35 per cent., but this is a much less exact figure than the 30 per 
cent, minimum and may vary according to the bankers’ views of what is safe in a particular 
situation. The latter percentage, moreover, is a weighted average which conceals differences 
between the deposit banks: for instance the Midland may aim at 37 per cent. in December 
while Lloyds, with its somewhat different type of business, may be content with 34 per 
cent. 








238 THE RATE OF INTEREST AND MONETARY POLICY 


from the Bank of England ; the latter would then merely have reversed its 
open-market sales after an interval during which it had provided cash by 
lending to the discount market. Suppose, however, that new Treasury bills 
equal in amount to those due for redemption are sold to the discount 
houses. In this case, cash reserves fall once more but can once more be 
replenished by putting the market back into the Bank ; the process can be 
repeated when the next lot of bills falls due, and it has been argued that 
cash reserves can always be kept up in this way provided that there is an 
excess of bills over what is needed to give the banks their minimum 
liquidity ratios. But it is essential to the argument that the market can 
be kept indefinitely in the Bank for large sums, and this assumption needs 
to be further examined. 

The traditional objection is that the discount houses would be anxious 
to get out of debt to the Bank, because they would not wish to pay a 
penal Bank Rate any longer than they could help. Now it is true that 
the brokers will lose initially when forced to borrow at the Bank, because 
the Rate will be above the previous market rate at which they acquired the 
bills ; but market rate can be forced up at the next tender and subsequent 
losses at least reduced. When bills were largely trade bills, a higher rate of 
discount might have shifted some financing to other centres and encour- 
aged some traders to raise money in ways other than bills. But the flow of 
Treasury bills will continue unless the government is prepared to fund, or 
to reduce the National Debt from a budget surplus ; collateral will thus be 
available. The discount houses may also have a sufficient gross margin on 
their entire transactions in bills to allow them to carry on at least for a 
time.? In striking the balance of profit or loss one must make some assump- 


1 Nowadays virtually no one discounts bills at Bank Rate. Brokers prefer to borrow from 
the Bank against the security of bills, presumably because they thus have more freedom to 
‘get out of the Bank’ as soon as circumstances permit. The rate paid on borrowings used to 
be } per cent. above Bank Rate, then stood at 4 per cent. below, but is now equal to Bank 
Rate. 

This type of transaction is described as borrowing at the Bank’s ‘front door’. When the 
Bank’s ‘special agent’—Messrs. Seecombe, Marshall & Campion—buys bills, cash is said to 
be provided ‘at the back door’. 

* The discount houses borrow from the deposit banks at two rates, a basic rate which 
stands at 1? per cent. below Bank Rate, and a floating rate ; the weighted average was 3} per 
cent. about the middle of 1957. The pattern of rates on 15 June was as follows: 


per cent. 
1. Treasury bill rate ‘ ‘ . » . 3°85 
2. Average rate paid to deposi banks : : : : 3-50 
3. Gross margin . ; ‘ ; 5 0-35 
4. Bank Rate 2 . 5-0 
5. Loss on any borrowings against Treasury bills (4 mainus 1), 1-15 


The gross margin—(3) above—had stood at about 1 per cent. over the preceding twelve 
months, but various factors contributed to a decline in the spring and early summer of 1957. 
On the other hand the margin had been as small as #; per cent. before 1951. 
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tion about the size of their borrowings at the Bank. The figure of £10 million 
in the example above would not imply a serious loss to discount houses 
with total bill holdings of £550 million; they would be more inclined 
to think about maryinal cost if they had to borrow, say, £200 million, 
and the penal aspect of Bank Rate would cease to be academic. The 
question, then, is the scale on which the market has in fact been obliged 
to borrow at the Bank’s ‘front door’ since the policy of dear money began. 
The answer appears to be that it has not had to borrow very much. The 
figure of £10 million taken in the example above should not be regarded 
as unrealistic, and it would be unusual for the market to borrow as much 
as £30 million. 

Loans on such a scale may impose only a modest burden on the discount | 
houses, but they will bring only modest assistance to banks that are short - 
of cash. The net deposits of the clearing banks can be put realistically at 
£6,000 million ; cash at 8 per cent. would, therefore, come to £480 million 
and total liquid assets at 30 per cent. to £1,800 million.? It is with figures 
of this magnitude in mind that loans from the Bank to the discount houses 
should be considered. Thus a loan of £20 million would provide cash 





would probably be within the waned: margin of variation in the cash ratio. 
Nor can it be said that such borrowing depends upon the banks having 
second-line reserves well in excess of the minimum ; no one has ever inter- 
preted the 30 per cent..rule so strictly as to exclude a tolerance of 0-3 
per cent. either way. Clearly it is not by lending at last resort against 
bills that the Bank has contributed on any significant scale to the supply 
of cash. 

Next suppose thei the banking system,? embarrassed by a shortage of 
cash, decides not to renew some of its bills. The question, then, is what 
would the government do with the surplus of bills. These might, of course, 
be sold to purchasers other than the banking system—to insurance com- 
panies, pension funds, large businesses, and the like; but such bodies will 
have to pay for them with cheques drawn on the deposit’ banks and 
Bankers’ Deposits will therefore fall as much as if the banking system 
itself had bought the bills. There is, therefore, no escape, even in theory, 
along these lines, and another solution must be found. 

A high Bank Rate with open-market purchases. If cash reserves cannot be 
adjusted to deposits, then the classical case would seem to hold and 


1 This estimate, which reflects the sharp decline in bills held, relates to the holdings of 
eleven of the discount houses, the twelfth being a private company. At mid-1951, the bill 
portfolio came to about £850 million (Banker, July 1957, p. 471). 

2 In 1956 the average monthly figure for deposits was £6,012 million and for liquid assets 
£2,218 million, a ratio of 35 per cent. 

* By this is meant the deposit banks plus the discount houses, which operate in the main 
with funds borrowed from the deposit banks. 
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deposits will have to be adjusted to reserves. Over the years 1954—7, there 
was, indeed, some fall in gross deposits: 


£mn. £mn. 
December 1954 . - 6,941 June 1955. ‘ - 6,510 
December 1955  . - 6,612 June 1956. ‘ - 6,283 
December 1956 . - 6,656 June 1957. ‘ 6,490 


The decline between December 1954 and December 1956 of £285 million 


‘would have permitted, with an 8 per cent. reserve, an economy of cash 


amounting to £23 million ; that is to say, the banks could have parted with 
notes to this amount in order to meet increased demands from the public. 

ore notes were, in fact, needed for this purpose because the decline in 
deposits was not accompanied by a corresponding decline in expenditure 
as indicated either by the volume of bank clearings or by gross national 
product at current prices (see Chart I). Velocity has risen and its rise has 
much more than offset the drop in deposits ; with the greater expenditure 
thus made possible there has been a large internal drain of cash. The 
average estimated circulation! with the public went up by £220 million, a 
rise of 14 per cent., over these two years. The question that must therefore 
be asked is how this money got into circulation. Suppose that when the 
authorities raised the Bank Rate in February 1955, they had resolved not to 
increase the supply of cash thereafter by open-market purchases. At first 
glance this assumption would appear to be a modest one for the textbook 
models usually assume that the authorities embark upon open-market 
sales ; it was, indeed, with this assumption that our own analysis began. 
Now we are merely postulating that the authorities try to maintain the 
status quo, but even this implies much greater severity than was in fact 
attempted. As we have seen, the cut in deposits between December 1956 and 
December 1957 would have allowed the banks to pass an extra £23 million 
over the counter without lowering their reserve ratios; if the internal 
drain had exceeded this amount and there had been no way of adding 
to their supply of cash, they would have been obliged to cut deposits very 
much more than they did. As we have also seen, additional cash on so 
large a scale was not obtained by putting the market into the Bank and 
somehow persuading it to stay there. Clearly the assumption described 
as modest above cannot be reconciled with the facts. The authorities did 
not give up open-market purchasing, and the needed cash was supplied in 
the manner practised for so many years before the credit squeeze began— 
through the ‘open back door’. 

After Bank Rate was raised in 1951, the market was occasionally denied 
access to funds through the ‘back door’ and was forced into the Bank. The 


1 This figure includes a small quantity of Scottish and Irish notes. and is not, therefore, 
exactly comparable with the figures for deposits which relate to the London clearing banks. 
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latter technique has subsequently come to receive much attention in the 
discussion of these matters as though purchases by the special buyer had 
ceased. Such is not normally the case. Every day the amount of cash the 
banks are likely to need is estimated by the Chief Cashier’s Department at 
the Bank of England ; this is often a tricky business involving assumptions 
about the payment of taxes, the receipt of interest on government securi- 
ties and so on, and errors have sometimes caused minor fluctuations in the 
cash reserves. But the objective is clear enough: it is to ensure that the 
needs of the banks are smoothly and adequately met through the activities 
of the Bank’s agent. Occasionally the reins may be jerked from above. 
The market may be obliged to go fairly frequently to the ‘front door’ for 
small marginal amounts, but there is no question of applying pressure at 
all strictly.1 The amount of notes in circulation is determined by the 
demand for them. In this respect, the Bank has maintained its passive role. 

That a central bank should sustain the supply of cash in this way even 
at a time when credit is being restricted may appear very odd, for it in- 
volves a combination of a high Bank Rate with open-market purchases ; 
but the apparent confusion of aim may have its origins farther west than 
Threadneedle Street. The Treasury is, in fact, requiring the banking sys- 
tem to do two things that may not always be easy to reconcile: 


1. to cover the tender of Treasury bills without fail and without fuss 
and thus to avert the sharp variations in the bill rate that might 
occur if a fluctuating residue of bills had to be sold outside the bank- 
ing system at whatever prices would clear the market ; 

2. to restrict the total volume of credit. 


Credit policy in Britain has been operated by means of the liquidity | 
ratio rather than the cash ratio. In attacking the second-line reserves the | 
objective has been not so much to deprive the banks of bills that might | 
otherwise be turned into cash, but rather to use the liquidity ratio directly | 
in order to check the growth of deposits. It is hoped that bank credit can | 
thus be restricted in a way that causes no nightmares in the Treasury 
about an uncovered bill issue. On the contrary there will be competition 
between the banking system and the rest for the reduced volume of 
Treasury bills. 

1 The market will then be put briefly into the Bank and as a consequence of such experi- 
ence, the market rate on bills will be kept up. On this latter point, cf. R. 8S. Sayers, “The 
Determination of the Volume of Bank Deposits: England 1955-6’, an article which originally 
appeared in Dec. 1955 in the Quarterly Review of the Banca Nazionale del Lavoro, and has 
been reprinted in Central Banking After Bagehot. The reference above is to p. 102 of this 
volume. Cf. also W. Manning Dacey, loc. cit. 

Advances were made by the Bank of England on 61 days during the year to the end of 


Feb. 1957: such advances were outstanding on 272 days. The corresponding figures for the 
previous year were 100 days and 335 days. 
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A discretionary lender of last resort ? The implications of these facts can 


be seen more clearly by considering the proposal that the Bank Thus store 
res 


should cease to act as unconditional lender of last : resort, , and thus resto 
the effectiveness of the cash ratio as a lever ee Se 

The proposal i is sometimes presented i in a way which implies that the 
Bank’s efforts to restrict credit have been frustrated by its readiness to 
supply cash at the ‘front door’ to those who have bills to pledge. Rather 
than resort to the costly and wearisome business of funding, let the Bank 
—so it is argued—deprive the bills of their power to do harm by simply 
refusing to lend against them when such loans would seem contrary to the 
public interest. In fact, as has been pointed out above, the Bank has pro- 
vided only modest sums at its ‘front door’, and these not continuously. If 
the lender of last resort is to become more tight-fisted, the first thing for 
it to do is to stop releasing cash through the ‘back door’. 

Assume that cash reserves are depleted by an internal drain of notes, 
and the banks then curtail their loans te the discount houses. If the 
‘back door’ were indeed closed, the pressure at the ‘front’ would grow 
and the Bank might find itself lending against bills on an unprecedented 
scale, provided the banking system had liquid assets to pledge. A high 
Bank Rate would then begin to be a more serious deterrent, but if this 
did not suffice the Bank could simply refuse to lend any more. It is a 
refusal of this kind that some commentators have recommended. 

The question that must now be asked is what would happen to the 
floating debt. By the agreement of 1934, the syndicate—the twelve firms 
that comprise the Discount Houses Association—are pledged ‘to cover the 
tender issue’ ; that is to say the syndicate will ensure that all bills tendered 
are in fact taken up. Presumably this pledge would perforce be repudiated 
if the discount houses were denied the accommodation they needed at the 
Bank of England. The Treasury might then find itself in what it would 
regard as an awkward situation. Admittedly it could always obtain cash 
by Ways and Means Advances from the Bank of England or from govern- 
ment departments. (In this latter case, the State would really be mobiliz- 
ing its own inactive cash—if it had any.) But this alternative would add 
to Bankers’ Deposits just as surely as lending at last resort to the market: 
for these deposits would be swollen by the repayment of old bills and de- 
pleted to less than a corresponding amount by the purchase of the new 
ones; the new tender would be smaller by the extent of the Ways and 
Means Advances. An alternative that would not be inflationary would be 
to allow bill rate to rise till purchasers outside the banking system were 
induced to take up any surplus bills. These purchasers, however, would 
draw their cheques on the deposit banks which would involve a drain on 
Bankers’ Deposits to an extent that would offset any gain from smaller 
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subscriptions to bills by the banking system itself. Reserves would not 
therefore be increased and the banks would be obliged to cut deposits or 
refrain from increasing them, as the case might be. Control by means of 
the cash ratio would have become effective—but the Treasury would hate 
it. The uncertainty about the fate of the tender issue may indeed weigh 
too 00 heavily it in the determination of official | policy. It may be that it would 
be better not to have the tender securely covered, if the alternative is to 
leave the central bank with its hands tied behind its back. That, however, 
is a different matter. The Treasury likes security. It may not therefore 
seem very sensible to propose that the Bank of England should emulate 
the Federal Reserve Banks unless one is prepared to restore to it some of 
the independence that the latter continue to enjoy. 

To say this is not, of course, to imply that the Bank of England or the 
other banks would welcome the abandonment of unconditional lending at 
last resort. It is not difficult to imagine circumstances in which serious 
embarrassment might be experienced. If the banks sought to deal with 
a shortage of cash by cutting into their second-line reserves, but the dis- 
count houses were denied assistance at the Bank, some of them might be 
faced with bankruptcy. The clearing banks could always come to their 
rescue, but only by reducing other assets: the second-line reserves would 
cease, for the time being, to be reserves, and investments would have to act 
as the buffer. The possibility of substantial losses is clear. On the other 
hand it must be emphasized that the Bank would not cease to lend at last 
resort ; it would merely refuse to lend unconditionally. It need not push 
refusal to the point where the banking system was threatened with disas- 
ter. With only a handful of banks and discount houses to deal with, the 
exercise of discretion need not present insuperable problems, but the 
authorities should clearly give some indication of their intentions well in 
advance. It would be a welcome innovation if the Chancellor were to say 
in his budget speech that he did not want the note issue to rise by more 
than about x per cent. over the next year. It would then be understood 
that the Bank might refuse to lend if deposits were pushed up so far as to 
cause the internal drain of cash to exceed this amount.* 

The traditional policy of discouraging borrowing by means of a high 
Bank Rate may be regarded as a way of applying pressure that is less harsh 
and abrupt than a refusal to lend. It can indeed be shown that if bills 
could be sold only to the banking system and to no one else, such pressure 
would be greatly weakened because Treasury bill rate could be forced up 
to whatever extent was necessary to allow the market to remain without 
financial disaster in the Bank. But the rising differential between bill 


1 IT am indebted to Professor Brian Tew for emphasizing this point. 
2 It is not apparent that this would be any more severe than a directive to cut advances. 





Se 





244 THE RATE OF INTEREST AND MONETARY POLICY 


rate and deposit rate will attract other purchasers of bills on an increasing 
scale so that the banks’ liquid assets will be reduced, the rise in bill rate 
itself will be moderated, and the loss on borrowings from the Bank will re- 
main larger. In any case, it is guesswork to say that the market would 
defy Bank Rate and remain continuously in debt to the Bank for sub- 
stantial sums. Such claims are not based on experience because the ‘open 
back door’ has never been more than momentarily shut. If it were really 
closed and kept closed for as long a period as restriction was felt to be 
necessary. then control by means of cash reserves might prove to be more 
effective than it is now fashionable to believe. 

Iiquidity ratios and funding. The control of deposits by operating 
directly on liquid assets is handicapped because liquidity ratios are much 
less rigidly observed than cash ratios. There are marked seasonal fluctua- 
tions and marked differences between different banks, and the most 
definite statement one can make is that all will try hard to prevent liquid 
assets from falling significantly below 30 per cent. in the spring; at other 
times of the year, the authorities will find it more difficult to apply pressure 
that is reasonably precise (see footnote to p. 237 above). Ratios pre- 
scribed by the authorities, whether legally enforced or merely ‘recom- 
mended’, would be a more delicate instrument of control, although it 
must be emphasized that seasonal variations according to some pre- 
determined pattern would be necessary. It might also prove impraciicable 
to apply the same ratios to all banks. 

It is one thing to claim that the monetary system should be regulated 
continuously by means of liquidity ratios alone, and a very different matter 
to propose that the swollen size of the floating debt should be permanently 


Teduced by funding. The case for mopping up some of the Treasury bills 


‘is strong for experience shows that, with a large floating debt, a policy of 
restriction is always in danger of being sacrificed to what is thought to be 


idesirable 1 for the smooth Management of the National Debt. ‘Special 


circumstances’ that justify inaction tend to become chronic. It would be 
unwise to expect firm and sustained control with the tender issue roughly 
half the volume of deposits, especially if there are some blocks of bonds 
due for repayment in the near future. 

Apart from funding achieved by selling bonds on the open market!— 
which may be conveniently termed ‘free funding’—the tender issue could 
be reduced by requiring the banks to take up a special funding stock or 
Treasury Deposit Receipts—‘compulsory funding’. Or the banks could be 
asked to make their minimum ratio something more than 30 per cent. with 


1 The departments now hold such a large part of the National Debt that a change in the 
composition of their holdings permits funding to take place gradually and smoothly without 
the cost and trouble of a new public issue. This is what Mr. Harold Wilson has quaintly 
described as ‘surreptitious funding’. 
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the object of immobilizing part of the floating debt rather than reducing 
it. Unfortunately both compulsory funding and legal ratios could be 
abused by a weak government which might be tempted to evade an un- 
pleasant conversion of bonds by forcing the banks to take up a correspond- 
ing block of debt at lower interest. That is to say, these techniques, once 
introduced and made familiar, might be used for a purpose quite different 
from that with which we are at present concerned. In defence of compul- 
sion is urged the greater speed of adjustment said to be made possible and 
the alleged saving in interest on the National Debt; but these advantages 
may look less impressive when a number of examples are worked out. 
Suppose the banks are expected to have liquid assets of 35 per cent. at 
the seasonal minimum, and the authorities decide to forestall a rise in 
deposits. It will be assumed at first that the tender issue is held entirely 
by the banking system and that advances are restricted by directive. 
Bonds are sold, the tender issue reduced, and liquid assets cut to 30 per 
cent. Deposits, however, need not fall, and with the cash received for the 
Treasury bills not replaced, the banks will be able to buy the bonds that 
have been substituted. All the authorities have done is to anticipate in- 
creased purchases of bonds by the banks and prevent a rise in bond prices. 
Funding, on these assumptions, can be quite speedy because there is no 
danger of indigestion in the bond market. Now suppose the banks are 
made to take up special funding bonds or T.D.R.s: again a rise in bond 
prices is prevented and there is thus no immediate difference, although 
there may be an ultimate one if the new securities held by the banks are 
of a kind that can never be sold to others. Finally, it can be seen that a 
compulsory rise in the liquidity ratio to 35 per cent. would have a similar 
consequence. Differences begin to emerge if the assumption that advances 
are restricted is now abandoned. The banks may not then take up all the 
additional bonds unless there is some form of compulsion, and ‘free fund- 
ing’ may involve slightly lower bond prices. A further difference emerges 
when it is no longer assumed that all bills are held in the banks: a cut of, 
say, £300 million in liquid assets might require a substantially bigger cut 
in the tender issue,! and there is once more a presumption that free funding 
would lower bond prices which the compulsory methods would leave un- 
changed. On the other hand, competition between the banking system and 
the rest will lower bill rate with an immediate economy to the Exchequer 
that may offset the higher cost of any impending conversions. Whether 
the banking system would think it worth while to compete for bills if any 
success was likely to be wiped out by further compulsion is more doubtful. 


1 Something of the sort happened in the first three-and-a-half months of 1957 when the 
tender issue dropped by £770 million as compared with only £260 million in the same period 
in 1956. This was accompanied by a fall of only £422 million in the banks’ liquid assets in 
1957 as compared with a fall of £390 million in 1956. 
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Let us now assume that compulsory fundi.-¢ is forced beyond the point 
where reserves would be 30 per cent. of unchanged deposits, with the 
object of making the banks reduce deposits; bonds will again be sold 
and their price will fall. A compulsory ratio of 35 per cent. would also 
make the banks sell bonds and the yield would tend to rise. 

Thus the economies to be derived from compulsion seem less striking on 
examination, but it must be conceded that if a large part of the tender 
issue is held outside the banks and the gilt-edged market is weak, free 
funding may require a fall in bond prices on a sufficiently greater scale to 
alarm the authorities. It would be better that they should use compulsion 
than that they should weaken in their purpose to restrict credit. 

The policy that has the incidental effect of lowering bond prices more 
should not necessarily be condemned on that account. For the technical 
problem of bringing the banks into line is after all only one aspect of credit 
restriction, and it ought to be the less difficult one. The other is to dis- 
courage expenditure by the public, and for this purpose low bond prices 
can scarcely be a disadvantage. 

The rise in velocity. Half-hearted though the policy of credit restriction 
has been, deposits have risen only slightly since 1951, as can be seen on 
Chart I. Indeed, if their transactions velocity had remained unchanged, 
deposits would not have sufficed to finance, without a fall in prices, the 
rise in real domestic product that actually took place over these years. But 
velocity did increase and prices, far from falling, swept upwards as is 
shown by the steeply rising curve of domestic product at current prices. 
If velocity had remained at the 1951 level, deposits in 1956 would have 
financed a gross product of only £12,750 million or £5,300 million less than 
that actually achieved. The growth in velocity since 1948 represented on 
this basis an additional £7,100 million. 

It was not enough, therefore, to moderate the rise in deposits; a sharp 
fall was needed to offset the rise in velocity. The large cash balances that 
were a heritage of suppressed inflation were needlessly swollen by Dr. 
Dalton, and the ratio of money supply to gross product (at current prices) 
reached a peak in 1947. The economy was then so liquid that there was 
ample scope for inflation if deposits rose no farther. The authorities cannot 
therefore be given much credit for the modest size of the growth in de- 
posits that actually occurred. Nor did they merely fail to offset the rise in 
velocity by cutting deposits, for a greater volume of monetary expenditure 

jis not made possible by greater velocity alone; it also requires a larger 
|| circulation of notes and these the authorities have passively supplied to 
|| the tune of £475 million between 1951 and 1956, a rise of about 37 per 
i\cent. The weakness of modern credit policy lies i in its exclusive obsession _ 
with the level of deposits which have a highly variable velocity, “and its 
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\ neglect of the note circulation which has the strategic advantage ¢ of remain: 


“ing a.iaitly steady proportion of expenditure.’ | 
Admittedly the rise in velocity will not go on indefinitely, unless there 















is a flight from money, and real pressure will thus be ultimately applied by i 
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, The break in (2) and (3) between 1935 and 1936 reflects the change from 10 to 11 ba 
| clearing banks Sw 
: simply preventing deposits from rising, although much harm may be done ( . 

in the meanwhile. Chart III shows that in 1956 deposits were a smaller 
proportion of gross national product than at any time since 1921 and is : 
credit policy may achieve more striking results in the future even if it an 
remains as mild as it has been in the past. exii 
1 The ratio of notes to gross product rose a little in the five years after the war, but nor- os 
mality was then restored and there has been rough constancy ever since. the 
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II. Interest Rates and Liquidity Preference 


Short-term rates. In the preceding section it has been argued that, even 
in modern conditions, a high Bank Rate might play a useful part in con- 
trolling the banks if the Bank of England was really prepared to close its 
‘pack door’. But the authorities have not dared to attack cash reserves, 
and what d what has really mattered has been, not the direct effect of Bank Rate, 
but (a) its a signal, and (6) the link between it and other rates. As 
a signal it is of undeniable importance especially in so far as faith in ster- 
ling is restored abroad, and it would be rather pointless to forfeit this 
advantage unless it were felt that there were strong disadvantages in some 
other direction. 





























A high bill rate encourages the holding of bills outside the banking sys- We 


tem and thus reduces liquid assets; it was mainly in this way that pressure 
was put on the banks in 1955, But there are less oblique ways of striking 


at liquid assets, and i it would be difficult to justify high short -term rates on 
this ground alone. More interesting is the conventional link between Bank 
Rate and the rates ‘charged on on @ . advances. ‘There are no published figures 
for the latter but the convention is that the average will change by 1 
’ per cent. in harmony with « every 1 per cent, change in Bank Rate_pro- 
vided the latter stands above 34-per.cent...Thus a rise in Bank Rate raises 
the cost of an important source of finance, but there is no presumption 
that the rise ensured by the automatic link will be the right one. Perhaps 
more attention would have been given to this matter but for the fairly 
general scepticism with which the charge on advances is regarded. ‘It 
seems to be completely contrary to the tradition of English banking’, 
observe Alford and Paish, ‘to use the rate of interest to any significant 
extent as a means of checking the demand for bank advances.”! Mr. Man- 
ning Dacey seems to accept this tradition without demur and draws the 
moral that, as advances will be directly rationed anyway, high short-term 
rates are unnecessary to restrict demand. 

It would,.then, be interesting to see how the rate structure that does in 
fact emerge can be rationalized. Apparently a high bill rate forces the 











switching in into bills and thus threatening the liquidity ratio. “(A higt high 


banks to pay a high deposit rate in order to prevent their customers from from | 


deposit rate is to this extent expansionist.) Does it follow that the rate on 
advances must go up, not as a means of checking demand, but simply to 
1 ‘Basic Principles and Modern Mechanics’, by R. F. G. Alford and F. W. Paish, The 


Banker, Aug. 1956, p. 5. The authors go on to say: ‘It is this unwillingness of the banks to 
use interest rates as instruments of credit policy that has given rise to the confusion that 


term rates paid and charged by banks are never allowed to fluctuate sufficiently to influence 
business policy materially, it is not unnatural that business policy i is virtually un@ffected by i 


ee 


exists about the effects of changes in interest rates on business decisions. Since.the short- i 
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give the banks the extra income needed to meet the cost of a higher deposit | must 
rate? | of br 


It is difficult to resist the suspicion that an undue regard for convention | finan 
and the convenience of following a familiar routine have too much in- | total 
fluence on the pattern of short-term rates, to the neglect of wider economic | be be 


requirements. mine 
Now there is much to be said for the view that if rationing is really | tion. 
needed, it is much simpler to ration loans than a large and miscellaneous Th 
group of commodities. There is also every reason to believe that the (a) 
rationing will be done more intelligently, with rather more flexibility and 
: : the § 
less fuss, by experienced bank managers than by a new regiment of govern- (b) 
ment clerks in regional offices. But it is not perhaps sufficiently clear that di 
the charge on advances has really no deterrent effect. It is difficult to pen 
believe that the demand for loans would be unchanged if, to take the oEs 


extreme case, no charge at all were made. At some point even within the Pee 
_existing range ¢ of variation, the rate must make itself-felt in some measure. ies 


' Maybe it is loans for personal purposes that will be most affected, but Mu 
these are, after all, the loans that have been made the principal victims of kind 
rationing. And the variation in charges could be greatly widened if the 
arbitrary link with Bank Rate were broken. Nor should it be impossible to 
extend the well-established principle of modifying the charges according ‘iui 
to the type of borrower in order to make the deterrent still more selective, whick 
and selective in a different way—if selection were felt on other grounds to Fir 
be desirable. It seems strange that such possibilities have not been at least 


more seriously explored in view of the unpopularity of direct restrictions pooh 
with bankers and customers. Such controls are not only difficult to recon- by a 


cile with competitive banking but—far more important—they tend to ‘baits 
weaken competition between the banks’ customers by hindering the Siciial 
growth of the more efficient firms when they need more credit and could ee edis 
pay for it if it could be obtained. This, of course, is a common characteris- 


tic of all controls. — 
Security prices. The scepticism that has assailed the use of short-term iia 


rates has not been fully extended to the long. Doubts have admittedly 
been expressed about the likelihood that investment will be significantly (c) 
discouraged by the prospect of having to meet a higher yield on new issues, 
but much faith seems to be placed in the effect of a fall in asset values. It 


1 A high charge on advances might stimulate the use of the trade bill—which provided scruti 
finance at mid-1957 equal to rather less than one-tenth what was supplied by advances. 
More bills would, moreover, add to the liquid reserves of the banks. of the 

But the rationing of advances also encourages the use of bills. A high bill rate is a most | 
deterrent, and the acceptance houses have also been asked to be cautious about extending to ha’ 
their facilities, a form of direct control that might, perhaps, continue till the effect of other Oo ne 
changes can be judged (cf. Tew, “The Structure of Britain’s Monetary System’, para. 8, 
Bulletin of the National Bank of Belgium, 1957). Cf. 
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sit | must be borne in mind that funding is recommended not merely as a means 
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| of bringing the banks to heel but as a means of restricting expenditure 


financed by the sale of securities. This is what lies behind the claim that 
total deposits and not merely advances need to be restricted: for if would- 
be borrowers are denied the advances they seek by bankers who are detvr- 
mined rationers of credit, they will turn elsewhere in search of accommoda- 


tion. 
Three cases may be distinguished: 


(a) Lower security prices may raise the cost of obtaining new money on 
the Stock Exchange. 

(b) Firms may accumulate liquid reserves in anticipation of future ex- 
penditure, some of which may be invested in stock exchange securities. If 
prices are low, there will be an incentive to postpone their sale, or part of 
it, and therefore part of the investment it was intended to finance. Should 
firms decide, however, to proceed with the sale and bear the loss, they will 
have that much the less to spend. 

Much too little is known about the way in which firms save up and the 
kind of assets they hold ; but it is believed that in so far as stock exchange 
securities are held, they consist of short-dated gilts, and it will not be easy 
to force down their prices unless the bill rate is also high.1 On the other 
hand a high bill rate has induced firms to hold bills rather than bonds, 
which has increased their liquidity and enhanced the problem of control. 

Firms themselves may rarely hold long-dated stock, but some of those 
who might help to finance them do. Unfortunately very little is known 
about the extent to which finance is obtained neither from the banks nor 
by a sale of securities, whether old or new, by the borrower, but rather 
through finance houses, brokers, accountants, and solicitors ; nor is much 
known about the sources from which these bodies, when acting as inter- 
mediaries, obtain their funds. But it may reasonably be hazarded that a 
good deal of money can be obtained in such ways, and the level of security 
prices has an indirect bearing on the amount likely to be available. For 
potential lenders will be less inclined to come forward if they can dis- 
entangle their own funds from previous commitments only at a loss. 

(c) The third possibility is that consumption will be curtailed if low 
security prices bring capital losses rather than gains. There seems to be a 
fairly general willingness to accept this explanation, but, on further 
scrutiny, it needs to be qualified. It is frequently said that the vast bulk 
of the national capital is held by a small fraction of the population and a 
most dramatic increase or decrease in their consumption would be needed 
to have much effect on the national total and therefore on the degree of 


Cf. E. Victor Morgan, ‘The Case for High Short Rates’, The Banker, July 1956, p. 405. 
4520.8 s 
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inflation. The effect on particular industries, such as the motor-car in- 
dustry, and thus on the volume of exports, may be more marked. 

Liquidity preference. In a recent essay, Sir Dennis Robertson has re- 
ferred to the Keynesian peril of ‘money leaking away to, or welling up 
from, the earth on such a scale as to break the chain of causation and 
thwart the purpose of the Monetary Authority’. That such a peril has 
indeed been encountered since 1951 was indicated at the end of the last 
section. Increased velocity has contributed far more than increased 
deposits to the growth in national expenditure. 

An analysis of velocity can conveniently begin with the Keynesian 
division of money balances into those that vary with income (M,) and 
those that do not (M,). Admittedly it can be confusing to retain beyond 
the most elementary models the assumption of any exact and constant 
relationship between the level of income and the funds held for income and 
business purposes, for habits are not immutable and economies can be 
made. Moreover, we must be careful not to fall into the habit—fostered 
by the Keynesian leaning for comparative statics—of supposing that firms 
or individuals are in equilibrium, in the sense that they are satisfied with 
the distribution of their assets, thus obscuring the fact that time may 
elapse before desired adjustments can be carried out. But with appropriate 
qualifications a rough link between M, and money income may be postu- 
lated. The M, balances—which should perhaps be termed ‘investment’ 
rather than ‘speculative’ balances'—are a different matter and may fluc- 
tuate sympathetically with money income or inversely. Moreover, the price 
level that will affect them most may be the price level of securities rather 
than that of commodities.2, Keynes also referred to the ‘precautionary 
motive’ for holding a reserve of cash against all sorts of unforeseen con- 
tingencies and included this cash in the M, group. In fact the ‘precau- 
tionary’ balances will be less closely correlated with income than those 
needed for transactions and will also be affected in part by conditions in 
the market for securities. Here is an intermediate case. 

There is no statistical way of identifying the two types of balances with 
any precision and it would obviously be foolish to suppose that their 
owners distinguish clearly the sums held for different purposes! As an aid 
to analysing events, the distinction remains helpful—and fortunately the 
extreme behaviourism that has begun to afflict the theory of demand has 

1 The term ‘speculative’, coupled with some highly coloured passages in the General 
Theory, suggests that these are the balances of professionals who are constantly buying and 
selling. The latter are indeed included, but if the M, consisted of these alone they would not 
deserve so much attention, because they would be far too smali for their transfer to M, to 
be capable of exercising much effect on expenditure on goods and services. It is true that 
Town Clearings, which relate largely to financial activities, are much larger than General 


and Provincial, but the explanation is a far higher velocity in the former case. 
? For an opposing view, see Patinkin’s Money, Interest and Prices. 
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- not yet extended to other branches of economics! Broadly, one would 


expect the larger part of deposit accounts and some part of current 
accounts to be held for M, motives. Their owners will be tempted to draw 
upon them in order to purchase securities when the prospective reward, 
whether in the form of annual return or capital gain, is felt to outweigh 
the security of being liquid together with the interest paid on deposit 
accounts.! 

An essential part of the Keynesian theory deals with movements of 
cash between M, and M,. Suppose a block of securities to be purchased. 
from M, balances. If the sellers are content to hold cash, all that has 
happened is that two groups of people have effected an exchange of assets. 
It is a very different matter if the sellers use their newly acquired cash for 
consumption or for business. Whether the securities sold are old ones, 
or constitute a new issue, cash will have shifted from M, to M, and the 
inflationary pressure will have intensified. As the M, balances are gradually 
run down by such transfers, the excessive demand for funds will 
gradually exert its effect on the prices of securities.2, Meanwhile, what 
can be done (a) to check the release of these balances ; (b) to absorb such 
releases in a way that will prevent them affecting the markets for the 
goods and services ? 

The achievement of (a) should be helped by a high rate on deposits, a 
fact which casts further doubt on the view that the restriction of credit 
need not imply high short-term rates. Liquidity preference will also be 
strengthened if it is possible to foster the belief that security prices will 
fall; if it proves difficult to sustain such anticipations indefinitely, the 
negative moral remains that it would be folly to try to stabilize bond 
prices as the Americans did for several years. But the factor that has 
grown steadily in importance in the fifties has been the growing awareness 
that the holders of fixed interest securities may suffer severely at a time 
of rising prices. The rentier is waking up at last and gilt-edged have lost 
their appeal ; but cash balances are also vulnerable to rising prices, and the 
effect of inflation on liquidity preference, scarcely relevant when Keynes 
was writing the General Theory, must now be taken into account. 

Inflation lowers the value of both bonds and cash and the choice be- 
tween them should apparently continue to depend upon views about the 
future of bond prices. But the danger of these prices falling sharply is much 
enhanced by inflation: if there is reason to fear that other people may 
try with increasing urgency to retreat from cash or assets payable in cash, 

1 The difference between this treatment and that in the General Theory will be obvious. 

2 It is sometimes held that funds raised on the Stock Exchange, or paid into it, in any 
year are too small relatively to the value of existing securities to affect prices. This argu- 


ment, which is so contrary to experience, overlooks the fact that a large part of the old 
securities are inactive. 
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one will be able to buy real assets more quickly if one holds cash initially. 
Moreover, where much is uncertain, the holding of cash may often simply 
imply that one has not made up one’s mind; the investor is not in equili- 
brium. In so far, therefore, as the choice lies between cash and bonds, the 
fear of inflation may favour the former and dishoarding may be, to this 
extent, discouraged. But there are other alternatives and it is clearly 
better to go into goods, or even into equities which do not indeed provide 
a complete hedge against inflation but are obviously preferable to cash or 
bonds. Inflation affords a powerful incentive to turn M, balances into 
M, balances whether directly on the commodity market or indirectly 
through the share market. What seems surprising, at mid-1957, is that 
there has not been an even quicker and more general response to so 
powerful an incentive. 

The U, balances will be gradually run down if the authorities succeed 
even in preventing deposits from rising ; but releases from these deposits 
can also be harmlessly absorbed by a sale of securities on the part of the 
authorities. These sales are therefore needed not only to bring the banks 
under the discipline of the liquidity ratio, but also to take up money 
released from hoards. A policy of this kind, followed in the first quarter of 
1957, was more or less given up in the second on the ground apparently 
that the market could absorb no more gilts. The dispute about funding 
was then said to have lost much of its relevance because it was held that 
funding on an adequate scale was not in any case feasible. In reply, it may 
be observed that sales should be gradual: for years the Treasury did 
nothing when it should have been steadily wearing down the floating 
debt and releasing gilts; it then sold £200 million in three months, not a 
larger amount admittedly than was needed, but far more than the market 
had been accustomed to digest in so brief a period. 

A less abrupt policy would no doubt have been more effective, but the 
jerky haste of the authorities does not fully explain the slump in the bond 
market. The basic fact is that people are at last becoming conscious of 
what inflation means and the consequences cannot be avoided merely by 
the clever timing of sales. There may be temporary rallies in prices, as in 
early 1957, but a permanent recovery is unlikely with disillusioned inves- 
tors waiting for an opportunity to escape from the trap by selling on the 
first favourable opportunity. It seems too much to hope that private 
people will be tempted into gilts even with 24 per cent. Consols yielding 
over 5 per cent., and sales of gilts may therefore have to be geared to the 
extent to which the flow of new savings that passes through the institutions 


1 It has sometimes been objected that such sales, by raising the yield, would tend to draw 
more funds from the M, balances, and thus by fostering dishoarding strengthen the inflation! 
The confusion in this argument is too apparent to call for comment. 
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exceeds what they feel can be put into equities. Funding on a larger scale 
will require either (a) a higher yield, or (b) ‘indexed’ bonds. 

(a) The suggestion that gilt-edged are still too high with 2} per cent. 
Consols at 48 may appear shocking, but one is, after all, saying no more 
than that the Treasury should pay a positive rate in real terms. Borrowing 
is still remarkably cheap when allowance is made for the rising price level ; 
yet it is the possible effect on the cost of impending conversions that seems 
to have been the main cause of gloom as gilts have fallen. Apparently there 
is a strange value judgement underlying much contemporary reasoning: it 
is taken for granted that the holders of fixed-interest securities deserve to 
be expropriated irrespective of their wealth, income, or personal circum- 
stances. If the cost of conversions goes up, this will simply imply that the 
State is no longer getting away to the same extent with the imposition of a 
secret and inequitable tax, and is being forced to meet its costs in a proper 
manner by taxes that pay at least some regard to equity and require the 
sanction of Parliament. 

That the gross return on Consols, even when reckoned in depreciating 
money, has by no means reached unprecedented heights can be seen 
from Chart [V.1 The net return, after deduction of tax, is modest enough, 
and it is this that indicates both the reward for holding bonds and the cost 
to the State. It would be well worth while to pay more if by doing so the 
inflation, with all its social and economic ills, could be moderated. 

It may seem therefore that the right course is for the Treasury to con- 
tinue to sell by forcing the price gradually down till there are buyers. 
That such a course is at least preferable to the timidity that has in the 
main characterized its behaviour seems clear enough, but there are difficul- 
ties. First, the fall in prices tends to create speculative anticipations that 
make further sales increasingly difficult. Secondly, the low prices which 
give new purchasers of gilts some reward for bearing the risks of inflation, 
imply unfair and heavy losses to those who already hold bonds, and can 
be inexpedient in view of its effect on the balance sheets of many institu- 
tions. For these reasons an ‘indexed’ bond offers certain advantages. 

(6) An ‘indexed’ bond is frequently described as a ‘fancy’ remedy. That 
it is unorthodox is undeniable, but its ‘fancy’ nature largely reflects un- 
familiarity. What could be more ‘fancy’ than the existing arrangements 
that have been carried over unthinkingly into an age of inflation ? 

The principle of an ‘indexed’ bond is that the capital and interest 
should be adjusted with reference to an index reflecting the inflation or 
deflation of the price level. Presumably the cost-of-living index should 
be used and a variety of formulae for constituting the link can easily be 


1 This chart is based on figures in the 1957 Supplement to that admirable production 
British Government Securities in the Twentieth Century, by Messrs. Pember and Boyle. 
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devised with alternative schemes for averaging and lagging. The bond 
should be issued at whatever is felt to be an appropriate real rate of 
interest (say 3 per cent.), and there should be provision for the exchange 
of existing gilt-edged securities in return for the new issue with the former 
valued, perhaps, at current market prices. 

The usual objection to the scheme, apart from its novelty, is that it 
implies a surrender to the inevitability of inflation and would therefore 
exacerbate the evil it was meant to cure. But the proposal could be pre- 
sented in an entirely different light: it is time the State gave as serious a 
pledge to check inflation as it did to prevent unemployment in 1944, and 
as an earnest of the firmness of its resolve it should guarantee to maintain 
the purchasing power of those that lend to it. Nor is it really plausible that 
such a bond would start to undermine confidence in the government’s 
resolve to combat inflation ; such confidence has already been so weakened 
that the most dangerous course is to persist with a game of make-believe 
to the point where it prevents the adoption of what might be a really 
effective measure.1 

It must, indeed, be conceded to the sceptics that an index bond could 
be a dangerous instrument if its introduction were accompanied by the 
relaxation of control over the total volume of deposits. It can be defended 
only as a supplement to such control and is designed to cope with 
the phenomenon that may otherwise defeat the authorities—rising 
velocity. 

Moreover, such a bond, launched with proper explanation, should prove 
to be not only a powerful attraction to holders of liquid reserves, but 
would offer a reward for thrift that might well bring impressive results in 
the form of a much-enhanced volume of new saving. 


III. Conclusion and Recommendations 


One of the staple topics in all the earlier debates on monetary policy is 
today almost wholly neglected: the control of the note issue.? The omission 
seems unfortunate. No doubt the growth of deposits in the nineteenth 
century made some of the proposals of the currency school seem a little 
unsophisticated, but it is scarcely sophisticated to commit the opposite 
error of concentrating attention on deposits and neglecting notes. If there 
were any sort of effective control over the printing press, the Bank of 


1 The adoption of the Labour Party’s plan for pensions of guaranteed purchasing power 
would have such implications for institutional finance, that the gilt-edged market would be 
in danger of collapse unless an indexed bond were offered. 

2 A proposal to link the fiduciary issue to the reserves was made by the late Sir Hubert 
Henderson in ‘The Function of Exchange Rates’, Ozford Economic Papers, 1949. Professor 
Paish has also devised an ingenious scheme for ‘A Dividend Reserve’, The Banker, 1955. 
Both proposals have failed almost completely to attract attention. 
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England would have to abandon its current practice of allowing demand 
to determine the volume of currency in circulation with profound reper- 
cussions on the working of the banking system.! Indeed, it is precisely 
because the supply of notes can be taken for granted that the monetary 
authorities have been so slow and slipshod about devising an efficient 
technique of central banking suited to the needs of the time. It is greatly 
to be hoped that the Radcliffe Commission will not allow itself to be led 
by fashion in this respect. 

A fiduciary issue that was rigidly fixed would not, of course, be desirable. 
No doubt various formulae could be devised to relate its growth to re- 
serves, or to the highest rise in real income that it is plausible to anticipate, 
or to some combination of the two; but further speculation about these 
possibilities cannot be attempted here. It will be enough to refer to Chart I 
and to observe that the formula would not need to be very finely adjusted 
in order to achieve a closer relation between notes and real income than 
was in fact achieved. Whatever may be thought of the possibility of 
devising appropriate legislation? something would be gained if changes 
in the note issue were even regarded once more as one of the critical tests 
by which the success of a policy can be judged. To say that a managed 
money is inevitable nowadays need not be taken to mean that managers 
can derive no help and guidance from rules, but must simply rely, so to 
speak, on a succession of unique inspirations. 

A regulated note issue would oblige the Bank of England to enforce 
effective control of monetary expenditure, although such control need 
not, of course, await such legislation about the fiduciary issue if the 
authorities are really in a mind to act. In the light of what has been said 
in Section I a proposal can now be formulated: 


The release of cash through the ‘open back door’ should be on a scale 
that would raise notes in circulation each year by a proportion that 
did not exceed the anticipated proportionate increase in real income. 
Any additional cash would have to be obtained at the ‘front door’ and 
paid for at Bank Rate. If, in the event, the pessimistic predictions were 


1 So little importance is attached to the note issue that it is sometimes said that a restric- 
tion would merely cause petty inconvenience. But the banks cannot refuse to supply their 
customers with notes, and if more notes cannot be obtained, they must adjust their 

/ deposits. 

2 It may be objected that any restriction on the note issue would be suspended at the 
first sign of crisis, but the word crisis is, to say the least of it, ambiguous. Although modern 
crises may take various forms, it is not easy to imagine one in which there would be a run 
on the banks for a huge and immediate quantity of notes. The restriction would scarcely be 
exposed to that kind of test, but would rather have to resist the more gradual pressure of 
rising expenditure as the velocity of deposits increased. The fact remains, of course, that the 
government of the day could remove the restrictions, but it is always better to have some 
obstacle rather than none, if only as a way of warning a weak government of the implications 
of what it is about. 
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vindicated by heavy borrowing at the ‘front door’, the Bank should 
refuse to lend unconditionally. 


Periodically, the situation should be reviewed and adjustments made 
through the ‘back door’. Thus if the market had been forced to be 
heavily in the Bank but the corresponding release of cash appeared to 
have been justifiable, a purchase at the ‘back door’ might be made in 
order to take the market out of the Bank. 


The tender issue should be brought down to well below 50 per cent. 
of deposits. 


Theoretically a reduction in the fioating debt may seem less necessary 
if the cash ratio is used effectively, but the Treasury may fail to sustain 
pressure for long if the floating debt is large. The floating debt might 
be reduced in various ways, all of them preferable to the inaction favoured 
for so long by the authorities ; funding is recommended partly because the 
sales of bonds would have the additional advantage of absorbing cash 
released from M, balances. The case for offering an indexed bond should 
be considered in order both to attract cash balances and to stimulate 


savings. 
The policy advocated implies not only the restriction of credit but 


dear money. 


Bond yields would tend to rise and it is also proposed that the rate 
on advances should be substantially increased, while the restriction of 
acceptances should continue as a means of blocking an alternative 
source of funds that would also raise the liquid assets of the banks. 


The stock objection to dear money must be brushed aside at once as 
largely irrelevant—the objection that high rates of interest have little 
effect ; with funds in limited supply, rates would have to be raised till 
their effect was really felt. If it is further objected that the economy could 
not endure the restriction implied by raising interest rates to an effective 
level, the reply would appear to be that the burden is not a gratuitous 
infliction, but reflects the fact that savings are limited and the demands 
upon them voracious. The real question is whether these savings can be 
(a) raised to a higher level, and (6) better distributed by the use of prices 
than by means of controls. It may be, of course, that in the end some 
combination of high prices with certain direct restrictions will be thought 
to offer the most promising solution, but it is difficult to believe that high 
interest rates have nothing to contribute. 

After proposing such a formidable armoury for the attack on inflation, 
I shall conclude on a note of hope. Even the timid efforts of the past six 
years have done something to halt the rise in deposits, and velocity, now 
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at its highest level, may rise more slowly—unless the money illusion has 
been so dispelled that there is a flight from the currency. Thus, while 
much needs to be done to tighten the squeeze, nothing would be more 
regrettable than a wave of disillusionment against the policy and the 
abandonment of credit restriction just when its prospects of success seem 
better than at any time since the end of the war. 


UNIVERSITY COLLEGE, 
OXFORD. 
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THE MIND OF THE CITY 1870-1914 
By 8. G. CHECKLAND 


‘,.. how far mercantile men can be considered competent to form an opinion 
on any other business than their own is rather a question ’.! 


I 


In the early nineteenth century the City of London had produced a number 
of men of business capable of general reasoning: Ricardo, Tooke, Baring, 
Thornton, and others. Was this tradition maintained after 1873? Was the 
City, when confronted by the implications of the Great Depression, still 
a repository of systematic understanding to which politicians seeking wis- 
dom could have recourse, or was it a mere aggregate of specialists, each with 
a horizon no broader than current bargains ? 

By the time the crisis of the seventies overtook England the City had 
attained its dominant status as the great money-engine of the world. Its 
members were fully conscious that it was now the centre of the financial 
universe, and that it had had much to do with the marvels of the last 
half-century. Yet, it was clear that a persistent failure of return to capital 
had occurred. Domestically the City was no longer the unrivalled voice 
of English commerce that it had formerly been. 

The provincial traders and industrialists were now demanding atten- 
tion. Such men, once so powerful in the free-trade agitation in the first 
half of the century, had found too often that in the great phase of 
expansion of the third quarter-century, governments wanting economic 
advice sought it from the traditional source—the City. It was well known 
that Disraeli took his problems to Lionel Rothschild, and Gladstone to 
Lord Overstone.? But the lengthening depression and continued unpro- 
fitability of capital directed attention to the realities behind the borrowing- 
and-lending fagade—in short, the structure of British industry. Not 
unnaturally, some politicians began to think less in terms of liquidity 
problems, and more about industrial ones. So many of the difficulties con- 
fronting the plaintive industrialist seemed to show that a free market for 
funds was not enough. Moreover, Lombard Street, concerned with the 
provision of circulating capital, had little knowledge of the long-term 
finance of industry. 

The provincials did not, on the whole, begin their reasoning from the 
assumption that the primary guide to policy was the preservation of such 
arrangements as would maintain the world position of the London markets. 


1 Select Committee on Bank Acts, 1858, Evidence, Q. 4276, Joshua Dixon. 
2 Henry Higgs, C.B., Financial Reform (London, 1924), p. 44. 
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The Midland industrialist was vulnerable to the suggestion that reciprocal 
restrictions against foreigners should be adopted, whenever recession 
appeared. Liverpool, Manchester, and Lancashire generally provided 
many protagonists of bimetallism from traders to South America and the 
East, and from among the spinners and weavers of Oldham, Burnley, and 
elsewhere, who feared the effects of the depreciation of Indian silver on 
their cotton goods sales. From the North too came a long and persistent 
rearguard action against the Bank Act of 1844, lead by George Rae.’ Of the 
two major inquiries—on the Depression, and on the Precious Metals—the 
provincial spokesmen at least held their own with the metropolitan. Such 
views represented a number of ad hoc attacks on the free market and the 
gold standard. They constituted a challenge to City men to demonstrate 
how the system as a whole represented the greater good, even though 
subject to stress. This the City did not do; it relied rather upon attempts 
to beat down each attack on its own terms. 

But the City retained certain advantages in the matter of gaining the 
political ear. It was still the case that, in spite of the growth of other ideas, 
the economic weapons acceptable to the politicians were confined to 
monetary and fiscal techniques—just the matters in which the special 
competence of the City was thought to lie. The mere scale of operations by 
the City magnates seemed to demonstrate their powers of comprehension. 
Finally, the City view, in spite of one or two contentious issues, was more 
unanimous than that of the provincial industrialists. 

The City, since the early nineteenth century, had been dominated by a 
sort of financial aristocracy—the investment bankers or issuing houses, 
headed by Rothschild and Baring. They presided over the export of capi- 
tal by the flotation of foreign loans, and also handled the new issues of the 
British Government. In the main they avoided sponsoring domestic 
issues in England except where these were very large, or had official 
backing as in the case of public utilities.2 In short, they controlled the 
access of governments to the London money market ; they stood between 
governments and their objectives, so far as these depended upon finance. 
Disraeli had described them in Endymion as ‘the mighty loan mongers, on 
whose fiat the fate of kings and empires sometimes depend’. The politi- 
cians of the day in England, unlike those of Germany and France, struggled 
to convince themselves that finance of this sort was a matter distinct and 
separate from the functions of government,’ Sir Edward Grey in particular 


1 London bankers had little real appreciation of the conditions of country business (Pal- 
grave, Jnl. Institute of Bankers, v, 1890, p. 60). Hereafter J.I.B. 

2 F. W. Paish, ‘The London New Issue Market’, Economica, 1951, p. 2. For company 
promotion see J. H. Clapham, Economic History of Modern Britain, iii (Cambridge, 1928), 
p. 206; H. O. O’Hagan, Leaves from my Life, 1929. 

% James Bryce, International Relations (London, 1922), pp. 104, 111. 
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strove against increasing odds to preserve this failing distinction.1 Marshall 
was well aware of the problem. ‘My first law in the constitution of a 
Democratic government’, he said, ‘is this: Thou shalt not put thyself in 
a position to have undue monetary influence brought to bear upon thee.” 

When the politicians sought out the investment bankers, they did so 
for two reasons. As the greatest houses in the City, and enjoying inter- 
national connexions, they seemed the best source of technical advice about 
the economy, its direction of movement, and possible reactions to changes 
in policy. Secondly, the politicians would often wish to make more particu- 
lar soundings—would the City houses assist in the financing of a specific 
project ? Thus, both general diagnosis and particular assent were sought. 
This involved far-reaching political contacts—with the Foreign Secretary 
over diplomacy, and with the Chancellor of the Exchequer over monetary 
and fiscal policy.® 

Not surprisingly, by the last quarter of the century, high finance enjoyed 
a social status appropriate to its great influence. Not only must such men 
be sought out for advice; they were generous and effective hosts. This 
was the great hey-day of Rothschild entertaining in town and country: 
Holland House had yielded place to Ascott and New Court. Lady Battersea 
(herself a Rothschild) expressed the situation admirably: ‘Ascott became 
known as a perfect week-end house for tired statesmen and men of busi- 
ness.’4 

Like the politicians, the City took its lead from the investment bankers. 
The clearing-house bankers were ineligible for membership of the Court of 
Directors or the Governorship of the Bank of England, with the result 
that the investment bankers enjoyed a self-perpetuating control of the 
Bank and consequently of the overall supply of money. Thus the leader- 
ship of the City lay with houses dealing in the main with the various 
national funds rather than with the commercial bankers or the industrial- 
ists. The pre-eminence of this kind of lending did not reflect the essential 
structure of the British economy. 

The relative strength of the investment banking houses underwent 
change over time. Rothschilds had reached the peak of their power and 
activity under Lionel, who died in 1879. The succession passed to the 
brothers, Nathaniel, Leopold, and Alfred, who, though all astute men of 
business and active sponsors of new projects, could not maintain the lead 
their house had enjoyed over all others. Barings had been expanding rapidly 
in this phase: the approach to parity was reflected in the simultaneous 

1 Gooch and Temperley, Documents, x, pt. 1, p. 243. 

* J.1.B., 1886, p. 447. 

* There was much City indignation in 1888 when Goschen ‘converted without adequate 


consultation with the bankers’ (J.I.B., 1888, p. 644). 
* Reminiscenses (London, 1922), p. 49. 
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elevation to the peerage in 1885 of the respective heads of the houses: 
Lord Nathaniel Rothschild and Lord Revelstoke. But the latter was over- 
optimistic in the Argentine, and his house took some years to recover from 
the nemesis of 1890. Towards the end of the century other influences were 
at work tending to reduce the dominance of the older houses: a new kind of 
moneyed man appeared in the City following Rhodes’s initiative in Africa— 
headed by Alfred Beit and Barney Barnato. In addition, a new generation 
of investment financiers appeared around the turn of the century : Sir Ernest 
Cassel, Sir Henry Deterding, and others, under whose aegis there was an 
increasingly hectic intimacy between investment and diplomacy. 

The great investment bankers presented an inscrutable front to the 
public. Except for the disclosures of the Baring crisis of 1890, the affairs of 
such houses were as confidential as those of the Foreign Office. Partly 
because of this the Rothschilds have remained in the wings of so much 
historical writing about the nineteenth century—taking the limelight 
briefly over Suez, or the Baring crisis, presiding over Victorian and Ed- 
wardian splendours, in an undefined way providing leadership in the City. 

Success in investment banking depends upon correct judgement about 
the price of money for particular borrowers at a given moment. For a 
Rothschild, with enormous single projects—financing the Suez purchase, 
supporting the exchanges during the payment of the French indemnity, 
floating an Egyptian loan, the problem was: on what terms is money 
available?! Behind this was the whole complex of factors affecting the 
world economy. Yet the major financiers could bundle these elements 
together in their minds, and make a general guess about the course of the 
price of money. There was little need for overmuch refinement; in fact 
this would probably stultify such genius. For these men the leading 
barometers were adequate—Bank Rate, Sterling exchange, Consols, new 
issues, and the like. These, in conjunction with very considerable margins 
of safety, were enough. The fact that there was no real competition 
among merchant bankers further reduced risks. The Treasury, too, could 
be relied upon to be co-operative. Foreign loans were timed to fit with Bank 
of England and merchant bankers’ actions. If the loan was to be judged on 
political considerations, even less economic analysis would be called for ; 
indeed it is likely that these leaders of the City operated in fields in which 
assessments of politics and power were more important than economic 
diagnosis.” 

1 The commission charged was usually 2 per cent.: thus Rothschild made almost a million 
by the Russian conversion of 48 millions. (Pall Mall Gazette, 7 Jan. 1890). 

? It should also be noted that the growth of lending to foreign States had brought new 
sophistications of psychological warfare. In the 1870's, for example, defaulting governments 
would offer composition to their creditors on the basis of the market price of their obligations, 


having already depreciated the market by not complying with their undertakings. But the 
investment bankers could take care of themselves in such a situation. 
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If the investment bankers were inscrutable concerning their own opera- 
tions and their significance, they were even more so in the matter of dis- 
cussing in public the economic problems of the nation at a philosophical 
level. They joined in the general City attack upon the bimetallists,’ they 
disapproved of Mr. Gladstone’s Irish policy,? and Lord Nathaniel expressed 
warm hostility to the proposals of Mr. Lloyd George. In 1907 he condemned 
the incipient welfare state: ‘Stocks are low because Governments all over 
the world are hitting at capital.’ The Economist curtly rebuked him: ‘We 
cannot help wishing that one who stands on so high a pinnacle of finance 
could look at public policy without using the spectacles of prejudice and 
party.’> So far as the public sources indicate, there was no attempt to intel- 
lectualize the City and its operations. Though the Webbs could persuade 
Rothschild to contribute £5,000 to the new London School of Economics, 
they knew that his mind, and that of his class, was wholly unscientific. 

The giants were not the only silent element in the City: mute also were 
most of the operators who conducted its affairs—the bill brokers, produce 
merchants, insurance and real estate men, and stockbrokers. Each was a 
specialist in a particular market to which most of his attention was devoted ; 
he viewed the City from the point of view of the type of asset in which he 
dealt. William Lidderdale, partner in Rathbone Brothers, produce mer- 
chants, and Governor of the Bank of England during the Baring crisis, was 
perhaps typical of this group—not greatly interested in anything but the 
factors affecting the immediate course of prices. The giants of the City 
were largely enigmatic, and the mass of its operators were the prisoners of 
immediacy. 

In a sense the majority of City men were without principle in that they 
took no kind of social view of their actions. These were the men who 
moved their assets about between the City markets, seeking maximum 
return, or who sponsored projects to attract the assets of others. The 
Economist in 1875 pointed out that the formulae of political economy, so 
often repeated by literary men, who through newspapers and reviews 
governed public opinion, served merely to obscure the problem posed by 
the rapidly growing number of men who were operators and promoters. 


1 Yet, it was from among the merchant bankers of the City that the most heterodox 
monetary views came. A number of those dealing with the Far East and with South 
America, where silver was the principal currency, embraced bimetallism. In London, as in 
Bordeaux and Hamburg, it was the traders affected by the monetary confusion who pro- 
posed remedies. Henry Hucks Gibbs and Henry R. Grenfell, both heads of important mer- 
chant banking houses trading in Chilean nitrates and copper, both sometime Governors of 
the Bank of England, were the untiring protagonists of the remonetization of silver. 

2 B. E. C. Dugdale, Arthur James Balfour (London, 1936), p. 97. 

§ 12 Oct. 1907, p. 1718. 

* There were, of course, exceptions. They included Sir Henry Fowler, solicitor, who 
placed very large sums of provincial Nonconformist money in the City, who became Financial 
Secretary to the Treasury and eventually Secretary of State for India. 
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Such economists ‘who are always repeating the old formulae of economic 
science, about the “wages of superintendence”, the ‘‘reward of absti- 
nence”’, “‘the cost of insurance”, simply throw dust in their own eyes’! It 
was necessary to face the fact that a new psychology of finance was appear- 
ing. To say this was to concede that the City, far from being merely a 
collection of objective markets, now offered increasing scope for adroit opera- 
tion and the exploitation of strategic opportunity. Contemporary commerce, 
said The Economist, ‘is as difficult and full of problems which fascinate the 
intellect in a certain somewhat narrow way, as war or politics’. This meant 
that a particular cast of mind was likely to rise to the top, not motivated 
by simple money gain, but by the desire to exercise and assert the faculties 
now rendered so powerful. Such men are the more driven to assert them- 
selves in the markets of the City because the world at large does not under- 
stand or honour such qualities. The investment banker or the established 
commercial banker found a considerable place in London society ; the new 
men were devoid of grace, culture, or intellectualism of a recognizable kind. 
Great social danger was involved, for such men were obliged by their own 
faculties to seek self-expression in the City.2 Yet the City was not without 
respect and admiration for them. Though the leaders of the City might 
look askance, for many observers their failures were redeemed by their very 
scale and verve—Albert Grant whose Emma Mine was a miniature South 
Sea Bubble, Whitaker Wright whose Globe Insurance Co. burst with such 
destructive force, Jabez Balfour, so greatly admired by Thorold Rogers, 
who served a prison term for real estate frauds. Those who shook hands 
with Balfour as he left the dock, or raised their hats to the body of the 
suicide Whitaker Wright as it was carried from the Law Courts, were 
saluting the victims of unpredictability. These were the men who had 
stepped in to exploit the gap left in the English capital market by the 
preoccupation of the investment bankers with foreign loans and the refusal 
of the commercial bankers to follow the German practice of lending at 
longer term to domestic borrowers. 

Though in one sense the leadership of the City lay with the issuing houses 
and the Bank of England, in another sense it lay with the commercial 
bankers. They accounted for the bulk of City utterances in the Bankers’ 
Magazine, in discussions at their own Institute of Bankers, by taking a 
substantial part in the proceedings of the Statistical Society, in evidence at 
various public inquiries, and by independent publications. The dominant 
figures were Bertram Wodehouse Currie of Glyns, and Sir John Lubbock, 
later Lord Avebury. Currie* was the fine flower of City orthodoxy. A 


1 18 June 1875. 
2 The Economist's remedy was wider culture: ‘Culture always diminishes intensity.’ 
-8 See Obituary, by A. 8. Harvey, Economic Journal, 1897. 
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friend in his youth of Grote and John Stuart Mill, he was an ardent 
Gladstonian—uncompromising free trader, anti-imperialist, Home Ruler, 
and protagonist of sound money. He came of an old banking family, 
maturing in the great halcyon days of the Lombard Street private bankers. 
So strong was his advocacy of gold that, apparently forgetful of the attitude 
of City men in the early years of the century, he announced in the 1880’s: 
‘I believe in the inherited preference for gold . . . I know the feeling of the 
class to which I belong.” 

Lubbock, as presented by his biographer,” was the beau ideal of the City 
banker. Of banking antecedents, gifted with instinctive power of penetra- 
ting to the heart of a continuous succession of trading problems, unshaken 
by rumour or the unforeseen, eschewing the merely speculative, with a 
broad base of assets to support all his undertakings, unfrightened by the 
mere scale of his operations, supremely confident in the value of his func- 
tion, yet, withal, no mere accumulating philistine, but an appreciative 
patron of the arts and sciences. As became the friend of Darwin, he was 
anxious that economic discussion should be informed by as much data as 
possible; he himself sponsored the publication of the Clearing House 
statistics,’ and urged that the banking data presented by the Committee of 
1857 should be kept up to date.* He was the first President of the Institute 
of Bankers, founded in 1879, to study and discuss not only banking, but 
the wider aspects of political economy. But for all this, the processes of the 
City, though they provoked him to a few minor contributions, were not 
worthy of his intellectual mettle.’ He came down largely on the same 
ground as Currie—abhoring the national debt, clinging to the gold standard, 
and resisting departures from the monetary arrangements upon which the 
Bank Act of 1844 had set the seal. Currie and Lubbock were the leading 
representatives of the great age of private bankers.® 

But there were also those whom we may call the banker-scholars: 
J. W. S. Gilbert, John Henry Norman, Henry Inglis Palgrave, whose 
works showed a much greater willingness and capacity to reason about 
banking policy. These represent perhaps the furthest systematic effort in 
the City to understand its own processes, 

Both the established bankers and the banker-scholars had misgivings 
about a third group—the joint-stock men who aspired to a greater scale of 
operations—men whose business conduct was not closely bound by canons 

1 Second Report of Royal Commission on Gold and Silver (1888), Evidence, 6817. 

? H. G. Hutchinson, Life of Sir John Lubbock (London, 1914). 

5 On the Clearing of the London Bankers (London, 1860). 

* On the Bank Act of 1844 (London, 1844). 

5 A considerable number of City bankers, like Lubbock, were literary gentlemen exercising 
their talents in non-economic literature; others were banking antiquarians. 


° It was Currie who led the break from private to joint-stock banking by converting Glyn’s 
in 1885. 
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of safety, and whose minds were not susceptible, to a comprehensive 
attempt to understand the national significance of banking, but whose 
search for profits disposed them to support the issue of £1 notes and resist 
attempts to force upon them expensive reserve rules. 

Senior civil servants, charged with the placing of large government funds, 
were among the greatest of City financiers. Here, it might be thought, 
were men who, being disinterested, would combine intimate knowledge 
of the working of the City with detached analysis. There were, indeed, 
intellectuals among them who aspired to approach their task in this way: 
Thomas Henry Farrer (Permanent Secretary to the Board of Trade), a 
founder of the Gold Standard Defence Association, Sir Lcuis Mallet 
(Permanent Under-Secretary of State for India), and others, were students 
of political economy. But such men found the older writers such as Mill 
unhelpful. Farrer preferred Bagehot, and Mallet sought guidance in the 
robust simplicities of Bastiat and Cobden. The senior civil servants (the 
first to be admitted under the competitive examination system instituted 
in 1855) shared, in the main, the City outlook. Farrer, Mallet, Greg, Sir 
Reginald Welby (Permanent Secretary of the Treasury), Sir Charles Free- 
mantle (Deputy Master of the Mint), Sir Charles Rivers Wilson (Comp- 
troller General of the National Debt Office)—all tended to the view that, 
with tariffs almost gone, the national debt under control, and a general 
belief in the wisdom of a minimal budget, the civil service had merely to 
work the system.’ It is hardly surprising that Randolph Churchill, not 
long before becoming Chancellor in 1886, referred to the Treasury staff as 
‘a knot of damned Gladstonians’.? 

When told to propose methods of doing particular tasks, usually under 
pressure of time, they, like the City men proper, could hardly query the 
whole basis of the system, even if so disposed, but turned their minds, with 
the aid of the great City houses, to locating and persuading potential 
lenders to finance the government’s projects. When it was desired, in 
1878, to raise a loan to rehabilitate Egypt, the City view was not questioned 
by the civil servants and politicians.* The first step was to approack Lord 
Rothschild ; there was apparently no question of the government borrow- 
ing upon its own account. The Treasury was strongly averse even to the 
lesser proposition of a guarantee; these were matters for the individual 
judgement and hazard of financiers. But Rothschild would not act without 
some kind of official commitment. So Sir Charles Rivers Wilson, Sir 


1 Harcourt, on inspecting the file of a new junior at the Treasury: ‘I see that Mr. Blank 
obtained high marks for history, which is good, and none at all for political economy which 
is even more creditable’ (Sir Laurence Guillemard, Trivial Fond Records, London, 1937, 
p. 176.) 

2 W. 8. Churchill, Lord Randolph Churchill (London, 1907), p. 571. 

* Sir Charles Rivers Wilson, Chapters from my Official Life (London, 1916), pp. 172 et seq. 
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Stafford Northcote, and Lord Salisbury composed a scheme: the English 
and French Governments were to nominate Commissioners to administer 
the surrendered Egyptian estates, collect revenues, and generally supervise 
the servicing of the debt. On this basis Rothschild proceeded. He had ob- 
tained the guarantee he wanted, but Parliament had not been directly asked 
to underwrite the loan. Again, the civil servants in India were anxious 
that the new enterprises, like the railways and irrigation works, should be 
state-owned, with revenues accruing to the government.! In this they fol- 
lowed continental rather than English or American precedent. But the 
upshot was @ chronic difficulty in attracting finance to India; the City was 
averse to advances where the threat of nationalization was present. This 
brought together the old school of civil servant and the City men: Sir 
Louis Mallet employed all the arguments of the laissez-faire school against 
such state projects, especially as affecting budgetary practice. The London 
end of Indian government, holding City views, was at war with the Indian 
end. 

In assessing the outlook of the City, the journalists must not be omitted. 
There had been ‘financial writers’, at least since Defoe’s day. The older 
generation of the nineteenth century included R. H. Patterson, David 
Morier Evans, Hyde Clark, and, notably, William Newmarch. But these 
men were journalists only incidentaily. The seventies saw a rapid growth 
in professionalism. Walter Bagehot, Robert Giffen, Arthur Ellis of the 
Statist, Arthur Crump of The Times, were a new phenomenon in the City. 
These men struggled to provide the City with a more comprehensive view 
of its own processes—to escape from narrow monetary debate. As became 
members of an emergent profession, they were not over-sympathetic to 
external theorists, especially academics. ‘Theorists far away in the pro- 
vinces’, wrote Crump, ‘can about as well form an opinion as to what City 
people ought to do under varying circumstances, as a man on land can 
decide the course that should be adopted on board a ship at sea.”? They 
ran into plenty of troubles, for it was not easy to comment upon City 
matters without being charged with puffing this or that project, or stimu- 
lating speculation or detonating collapse. Indeed Giffen recounted how, 
as a City editor, he was brusquely informed that his duty was not to give 
news or information, ‘but to keep stocks at their proper prices’.® 


II 


Economic discussion in the City proceeded in two forms. There was the 
‘general theory’ of the City—the view it held, however unexplored, of the 

1 Sir John Strachey, The Finance and Public Works of India from 1868 to 1881 (London, 
1882). 


2 Theory of Stock Exchange Speculation, p. 153. 
® Giffen, Stock Exchange Securities, p. 162. 
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operation of a free economy. Secondly, there was what we may call agenda me 
theory—the kind of views expressed in debate about particular proposals. Ch 
These provided two different levels of discourse, between which consistency §0" 
was not always maintained. General theory was strongly held, but little me 
debated in public. Agenda theory was a matter of strong conviction, sen 
loudly argued. dai 
Most City men, in spite of their differences, shared two general ideas. They pec 
regarded the City and its system as sound, andthey found contemporary ‘TI 
economic theory barren. The very instability of the City was taken as a fine 
sign of its sensitivity to real events, and as evidence of the adjusting It 
power inherent in free buying and selling. In spite of all the evidence of Off 
speculation and manipulation, in spite of all the shocks and surprises, the \ 
market as the provider of a true barometer was part of the City’s outlook. too 
If the City was in fact providing sound prices for funds, home and foreign, adv 
the rest of the system could not go far wrong. Upon this belief rested the con 
whole institutional justification of the City. as t 
Yet in the eighties and nineties many City comments departed from this of | 
simple view that the price of money was objectively determined. There 806) 
was in 1880 an expression of opinion in the City to the effect that it would 188 
be possible to maintain the rate for loans by means of a combination among giv 
lenders, and that in this way the profitability of lending might be restored. the 
But The Economist sought to recall the City to an understanding of itself too 
and to reassert the principle of automatism: the market for loans would be ful. 
defeated in any attempt to combine, for many reasons. Competition could £10 
not in fact be controlled, foreign supplies of money would move in to take SCO} 
advantage of such a situation, the supply of funds for lending would be E 
augmented by merchants and others who, finding their trade damaged, the 
would themselves become lenders. oth 
The suggestion had its origins in the progressive abdication, since 1866, City 
of the Bank of England from the control of the discount market. This left dou 
the deposit bankers without a sound guide to the rate they should pay on the 
deposits. Formerly, when the Bank made its own rate effective, they could disc 
follow the simple rule of paying 1 per cent. below bank rate. By the 1880's, mar 
with the rate unreal, this guide no longer existed. Here was a real dilemma viev 
for the City. Bank Rate was only a sound guide to the price of money if the the 
Bank exerted itself to make it so.? City 
From the politician’s point of view it was the price at which the govern- prot 
1 
1 21 Feb. 1880. . 
2? It is worthy of note that though the Bank was high and dry above the market, going <a 
perhaps for a whole year without getting discount from other than its own customers, ite me 
discount officer was fully alert to the creditworthiness of City men, in case sudden crisis ‘ J 


men and force of character for use when required, as well as mere cash.’ 


j 


should appear. As the Bankers’ Magazine put it (1890, p. 389) : ‘It has to keep a knowledge of (J.I.1 
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ment could borrow that was important. There had been misgivings among 
Chancellors about this for a long time. Gladstone maintained that the 
government, like any other borrower, was to some degree at the City’s 
mercy. In 1854 a strong combination in the City had beared the funds to 
send up the rate of interest against the government, and had seriously 
damaged his conversion operation.! Further, the Bank and the City ex- 
pected the government to accept their dominance: as Gladstone put it, 
‘The government itself was not to be a substantive power in matters of 
finance, but was to leave the money power supreme and unquestioned.” 
It was to escape from this situation that he had established the Post 
Office Savings Bank.* 

With the fall in interest rates accompanying the depression, the question 
took on an aggravated form. To what extent should the government take 
advantage of the lower price of borrowing? Childers had tried a major 
conversion operation in 1884. He was unsuccessful; his biographer* gave 
as the reason his failure to offer any inducement to the bankers by way 
of commission. That Childers felt that the City was asking too much 
seems borne out by his talk of seeking compulsory conversion powers.' In 
1888 Goschen made the attempt. Lord Randolph Churchill expressed mis- 
givings: ‘In all probability the risk of defending in the House of Commons 
the terms which the great houses would require for their support would be 
too great to be run by the present government.”* But Goschen was success- 
ful in converting five hundred millions, paying a commission of 1s. 6d. per 
£100 to authorized agents. Clearly, the politicians had reason to be 
sceptical about the objectivity of the rates of interest ruling in the City. 

But in spite of all the difficulties of self-comprehension that confronted 
the City, there was little sympathy for the attempts of the academics or 
others to perfect the theory of markets.’ Jevons was unable to convey to 
City men the practical significance of his price theory. Most of them no 
doubt agreed with Giffen that ‘in theoretical books of political economy on 
the general questions of supply and demand as regulators of price’, the 
discussion ‘tends to degenerate into a mere logomachy’.® For the City 
man, the thing was too self-evident to need discussion. In a sense this 
view was correct—if the problem is merely the marshalling and assessing 
the forces likely to impinge upon a particular price in the short run, the 
City man did not need the apparatus of the theorist. With the further 
problems to which value theory is the preliminary, distribution and 

1 John Morley, Life of Gladstone (London, 1907), vol. ii, p. 806. 


2 Ibid., p. 809. § Ibid., vol. i, p. 686. 
‘ E. 8. E. Childers, Life of Rt. Hon. Hugh Childers (London, 1901), p. 162, n. 2. 
5 Letters of Lord Goschen (London, 1946), p. 87. ® Tbid., p. 88. 


7 John Dun, on The Law of Value, had a bleak reception at the Institute of Bankers 
(J.I.B., 1879, p. 1). 


1 ® Among academics, Thorold Rogers shared the same opinion. 
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instability, the City man had no intellectual concern. ‘If there is one term 
of reproach greater than another which can be levelled at a Lombard St. 
banker’, said John Martin, ‘it is to say that he is a theoretical man’. 
Instead the City man had his traditional lore: for example the old saying 
that business is never so good as when the market rate (not the bank rate) 
is 4 per cent.” 

There were two lines of approach being made to the problem of instability 
in the seventies. Many active thinkers, like Jevons, were wondering 
whether the cycles of pulsations so long observed in nature were the funda- 
mental cause of variation in economic activity ; others, like his friend John 
Mills, were concerned to trace them to variations in human outlook, to 
prove economic fluctuations to be ‘cognate with the science of mind’.® 
The City was not sympathetic to those who approached its arcana with the 
Olympian generalizations of physical or moral science. The City particu- 
larly enjoyed itself over sun-spots, to Jevons’s intense annoyance.* John 
Mills was equally put out by the complacency of the City, and its scorn 
for ‘the schoolmaster . . . the magician who is to steady our rates of dis- 
count, and save Lombard Street from its decennial fits of terror’.® 

- The City preferred its own way of dealing with crisis. There would be 
earnest discussion on the direction of the late over-extension, and accounts 
of the course of the crisis would appear. The City would then place a label 
upon the breakdown: excessive foreign loans, railway investment, post- 
war restocking, speculation in the Eastern trades, gold discoveries. This 
would go out to the country as the City view. There, so far as the City in 
general was concerned, the matter would rest. As recovery came, there 
was usually a tendency to look for the symptoms associated with the pre- 
vious collapse (and possibly one collapse removed), and if these were weak 
or absent, to conclude that the expansion was sound. Little attempt was 
made to see the new phase as a unique development, to be comprehended 
not by looking for the reappearance of earlier circumstances, but as a set 
-of relationships only to be understood by systematic thought. 

But though the City rejected attempts to put discussion upon a new 
footing, it did, in fact, embody in its own thinking something of the two 
main aspects of the theories of Jevons and Mills. The City was always much 
preoccupied with harvest prospects and knew full well that it was depen- 
dent upon natural conditions. The City could form a pretty shrewd idea 

1 J.1.B., 1887, p. 74: J. B. Martin. * J.1.B., 1886, p. 101: Henry Schmidt. 

* Proc. Manchester Statistical Society, 1867-8, p. 13. 

* Journal Royal Statistical Society, 1879, p. 71. Jevons in reply to Griffen: ‘He must say 
that he really could never see what was amusing in it. The sun was about the most serious 
question of the day.’ See also Jevons in The Times, Apr. 1879 (quoted in L. Hansard, J.I.B., 
1885, p. 35): ‘I am repeatedly told that they who venture to connect commercial crises with 


the spots on the sun are supposed to be jesting.’ 
5 Manchester S. S., 1867-8, p. 40. 
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of the probable effects on markets of the behaviour of nature. But they 
refused to go beyond the proximate. Every City man, moreover, knew 
that optimism and pessimism came in cumulative waves. Attention was 
increasingly drawn, especially among the journalists, to the tendency to 
press the level of activity higher and higher until breaking point, and then 
to join an enforced contest of skill in evading the losses of collapse. The 
growth of the credit system, according to Crump, had brought such uncer- 
tainty that in crisis fatalism was rife—like the peasant in the face of the 
elements, the City felt its lack of controlling power. To many it seemed 
that the capacity to anticipate future events from a given starting-point 
was an earning asset which, if generalized among all traders, was self- 
destructive—it was of its very nature a differential and the chief arbiter of 
success among individuals.. To such minds the idea of a general statement 
of market relationships available to all was self-contradictory. It followed 
from all this that ‘the schoolmaster’ or, in modern terms, the intellectual, 
was conceded only a minor place by City men. His job was to improve 
factual knowledge, and to teach morality, in the sense of warning against 
over-speculation. But such morality involves arguing in a circle. If the 
bounds of legitimate speculation could be set for moral purposes, then the 
conditions of stability would be known. 

Only a proposed reform could provoke the City to thought and dis- 
cussion beyond the immediate course of markets. Then the City would 
debate, using theory and fact, and all manner of emphasis between short and 
long period, the cyclical and the secular. It was such proposals as the 
alteration of the Bank Act of 1844, bimetallism or, to a lesser degree, tariff 
reciprocity, that made the City audible to the country. This meant, of 
course, that the student of the mind of the City must view it through the 
darkness of polemic. 

The City discussion of banking did not start from an attempt to state the 
general problem of credit provision. The terms of debate were set by two 
circumstances: the sense of relevance of City men, and the limits, as then 
conceived, of remedial action. For these two reasons, the City view of the 
banking problem was dominated by one prime consideration—how to deal 
with illiquidity. So long as the banking system could contract without 
losses, then all was well. ‘But to control investment, or equalize prices’, 
said Grenfell, sometime Governor of the Bank, ‘would involve the banker in 
@ labyrinth of difficult problems which would not be solved as soon as his 
bank would be dissolved.”? 

Though never wholly abandoned, banking debate was fairly quiescent 


1 J.I.B., 1886, p. 96. The bankers’ hostility to ‘theorists’ was no doubt partly due to 
their unwillingness to see a renewal of public debate on a matter better left to ‘the trained 
minds that had to deal with it’ (ibid., 1885, p. 455: A. S. Harvey). 
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between the Overend Gurney crisis of 1866 and the Baring crisis of 1890. 
In the interval City men congratulated themselves that the handling of 
commercial crises had been mastered. But the nineties saw a revival of 
banking debate, with renewed vigour. 

There were two ways of meeting this problem: the removal of the fidu- 
ciary issue stipulation of 1844, allowing the Bank full discretion, in the 
hope that it could, by wise timing, rehabilitate confidence ; or secondly, 
concentration upon the reserve problem, both as affecting the Bank and 
the City in general. Though the Bank Act had its enemies, like New- 
march, in general the City accepted it. But there was growing misgiving 
about reserves. The leitmotif of Bagehot’s Lombard Street in 1873 was the 
responsibility of the Bank as the guardian of the central gold reserve. But 
by the nineties, there were real misgivings whether the Bank could dis- 
charge this role. To Goschen, ~vho was Chancellor during the Baring crisis, 
it seemed that new reserve measures were necessary. The City, in its 
alarm, was, led by Rothschild, sure to ‘put the screws on’ the government to 
provide direct aid to Barings. Here was a nice problem for Goschen, the 
City man turned politician: refuse direct aid and incur censure for failure 
to prevent collapse, or grant it, and be exposed to attacks in Parliament 
for ‘unnecessary and unjustified’ government aid to a private firm.” 

This was in crisis; there is little sign that the City actively concerned 
itself over banking policy in the expansion, for City men were too busy 
participating. The banking community was operating in a changing con- 
text of which they often failed to take account. The electric telegraph, for 
example, had greatly lessened the demands of merchants for funds, but 
the bankers, proceeding on the basis of the older rules of liquidity, finding 
themselves with a decline in loans in this direction, were prepared to lend 
elsewhere, thus making money inappropriately available, and detonating 
speculation in the produce markets or at some other point. When diminish- 
ing marginal profitability of capital occurred, there was nothing in the 
generalized, rough and ready liquidity rules of the banks to tell them so, 
with the result that the supply of credit would be maintained in the face 
of failing outlets. 

A new attitude appeared in the Baring crisis—the principle of a mutual 
guarantee to sustain liquidity while the situation settled, rather than the 
usual sauve qui peut. It would appear to be the merest common sense to 
adopt the principle later dubbed ‘commercial salvage’. If the City was to 
keep the older monetary and banking arrangments intact, and also keep 
the government out of the money market, there was clearly no alternative 


1 A. R. D. Elliot, Life of Lord Goschen (London, 1911), p. 170. 

2 The practice of governmental supervision of liquidation by Commissioners issuing 
Exchequer bills, several times adopted during the French Wars, had dropped out of the 
City’s view of proper action. 
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to mutually supporting one another. Paris had set the example two or three 
years earlier. 

The Baring experience was in a sense domestic to the City; though 
foreign lending was much involved, the initiative came from a City house. 
In the nineties, however, the liquidity problem took on an even more 
difficult form. London was becoming increasingly vulnerable to external 
gold drains of an arbitrary nature, arising from the needs or policies of 
foreign states and foreign nationals holding reserves in the City.1 Sensi- 
tivity sometimes went very far: in 1890 the Czar provoked a relapse on the 
Stock Exchange by publicly toasting the Prince of Montenegro as his only 
friend.? Moreover, there was a growing volume of securities in London that 
could not be readily realized on the markets of the Continent should 
London liquidity be threatened—Indian, colonial, and American. Further, 
though London was the only effective general source of gold, the Bank of 
England held on average only 24 millions, against 95 in gold and silver at 
the Bank of France, 40 at the Bank of Germany, and 142 in the United 
States Treasury.? It was becoming clear that variations of Bank Rate as a 
corrective was too disruptive of the home economy, and indeed was often 
impotent to staunch the flow of gold. 

Many proposals were made. Robert Lowe’s ‘elastic issue’ Bill of 1873 
failed. Suggestions were made that minimum reserve regulations should 
be enforced by law upon the commercial banks, on the American plan. 
Goschen proposed the revival of the £1 notes, the proceeds to be held as a 
central gold reserve, with provision for an extension of Bank of England 
issues in appropriate circumstances. But the proposals were abortive ; the 
City kept the state out of banking.‘ In fact Bagehot’s view of the primacy 
of the Bank was reasserted. It was the London bankers who provided the 
reserve of the Bank, said Lubbock and others, and it was the Bank’s 
respcasibility to see that it was adequate. 

Undoubtedly the most sustained and general controversy in the City in 
the last quarter-century centred around bimetallism. Here was an issue at 
once intractable, yet touching all the fundamentals of the money system 
and much else besides. If it was unsound, the City must be disrupted, the 
trade to India and the East confounded, international capital movements 
distorted, rivals possibly favoured. If the price level was at the mercy of 
arbitrary forces, this in turn reacted on the wages share, and upon that 

1 J. W. Birch described how, when he was a young man in the fifties ‘we were always 
talking about the balance of trade and trade returns. We now know that the balance of 
trade has very little to do with our international banking. The great thing which governs us 
is the enormous transactions on the Stock Exchange, in France, in Germany, and in the 
United States’ (J.I.B., 1888, p. 509). 


2 Bankers’ Magazine, 1890, p. 28. 
3 G. J. Goschen, Speech at Leeds (London, 1891), p. 14. 


} “ H. S. Foxwell, Papers on Current Finance (London, 1919). 
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perennial problem, the Land Question, both at home and in Ireland. In 
a sense, bimetallism was a challenge to answer all questions at once. The 
debate began in 1873! (though anticipated around the mid-century) 
reached its peak with the Royal Commission of 1888, and was still going 
strong at the end of the century. 

The bimetallists were strongly anti-deflationary. They used most of the 
traditional arguments about the evils of falling prices—the incubus upon 
business, the increasing weight of debt, and the like. The remedy lay in 
increasing the total of monetized metal. The monometallists had a for- 
midable list of objections. The erratic conditions of supply of the two metals 
under modern conditions made the official fixing of ratios impossible. Gold 
was the basis of all Britain’s outstanding contracts ; bimetallism would be 
a form of repudiation. On the other hand, Britain, as a great world creditor, 
by promoting world inflation, would reduce the value of her foreign assets. 
By raising primary produce prices the change would turn the terms of trade 
against Britain. Then there was the question of real wages: many mono- 
metallists made much of the falling price level as beneficent in that prices 
led wages downward, producing rising real wages. Or alternatively, the 
price fall, whether good or bad, was a non-monetary phenomenon, arising 
from enormous improvements in productivity. The works of the American 
underconsumptionists like Wells and Atkinson were frequently quoted. 
These argued that the fall in prices over the whole range of products had been 
confronted by a relatively inelastic demand, especially for primary products. 
Thus the sound money men, with their belief in automatism, were led in 
their debate with the bimetallists to the very edge of a theory of glut. 

It was from the Tory side that most support came for projects of change 
—revision of banking legislation, bimetallism, and tariff reform. Glad- 
stone himself gave the official Liberal view, namely that all such proposals 
had their origin in the desire to revive artificially the profitability of capital. 
‘I cannot disguise from myself’, he said, ‘that fact that many of the most 
zealous bimetallists have also been most zealous protectionists. . . . They 
have smelt in these . . . the rise of prices all round—not as the result of 
increased consuming power, and increased demand, but a rise of prices for 
the greater remuneration of producers.” 

At all levels of discussion in the 1873-1914 period it is difficult to avoid 
the impression of growing confusion and helplessness in the City. Because 
thinking was only provoked by immediate proposals, it could not transcend 


1 After 1870 Germany began to consolidate on a gold basis, demanded the French indem- 
nity in gold, and poured her dernonetized silver into the French mints and those of the Latin 
Union. In self-defence the latter closed their mints to silver in 1873; the U.S.A. followed 
suit in the same year. Thus the mechanism of equivalence between gold and silver was lost 
in the first year of the great depression. 

2 Bankers’ Magazine, 1890, p. 960. 
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the past, but merely amplified old arguments. Growth and stability were 
considered almost wholly in monetary and banking terms, which kept the 
discussion in the old liquidity groove. Bagehot ruefully observed of the 
tendency to hark back to the Act of 1844 that ‘A single sentence respecting 
it is far more interesting to very many than a whole book on any other part 
of the subject.” The bimetallist debate was notoriously barren. Goschen 
remarked that, except for love and religion, it had driven more people 
mad than any other single subject ; indeed it was rumoured in high places 
that Goschen, in spite of a lifetime of financial experience, declined to 
return to the Exchequer because he saw a recrudescence of the bimetallist 
question. The banking and monetary discussions of the nineties petered 
out to become a subject of after-dinner joking. The revived problem of 
protection provoked no more effective reasoning. City sympathies were 
growing. In the general election of 1910, in the midst of bad trade, there 
was much City enthusiasm for a tariff, strengthened by the specious argu- 
ment that in this way the cost of the new warships could be passed on to 
the foreigner.* There was a kind of demoralization of intelligence, in sad 
contrast with the first two decades of the century. Those who sought this 
reform or that could not overcome the burden of proof which always lies 
upon those who stand for change. 

Much had altered in fifty years. By the 1870’s the City man had largely 
abandoned even the tenuous intellectualism of the days of the Bullion Report. 
Public inquests on successive commercial crises had become less and less 
penetrating ; the Report of the Committee on the Bank Act of 1858 deliberately 
eschewed ‘subjects of controversy’. Partly, this was because the City 
had, in discharging its ever-growing functions, become frighteningly com- 
plex. The proliferation of participants and the remoteness of the linkage 
between particular behaviour and general outcome reduced most men of 
business to muteness or to explanations in terms of single or simple causes. 
Mark Pattison, a great admirer of the Ricardian achievement, looking out 
upon the world from Oxford in 1885, pointed to contemporary intellectual 
defeatism : ‘Already we are beginning to find our wealth, population, and 
materials too vast for our capacity of system. We have no system in any- 
thing ; our affairs go on by dint of our practical sense ; a stupid precedent 
supplying on all occasions the place of method.’® 

There were, of course, some City men who shared Pattison’s fears of this 
failure to understand contemporary experience. They pointed to the 
dramatic changes that had overtaken the City in their own lifetime, and 
wondered whether a simple faith in free markets was enough. They 


1 Lombard Street, p. 2. 
2 Lady Victoria Hicks Beach, Life of Sir Michael Hicks Beach (London, 1932), vol. ii, p. 26. 
3 A. Huldermann, Alfred Ballin (1922), p. 158. 4 Report, p. xxiii. 


5 Memoirs (London, 1885), p. 459. 
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discussed the changes in technology—locomotives, steamships, the electric 
telegraph, the new metallurgy, new methods of doing business, the rise of 
limited liability, the extension of joint-stock banking. But in the main 
the City reaction was different. It was impossible to embrace those things 
in general reasoning. Indeed, though the world might think of the City in 
a general way as the brain of the world’s commerce, the City itself had few 
illusions. It could judge a particular proposition, or advise governments on 
the short-term effects of particular policies. But to understanding the 
laws governing the general working of the economy it made no claim. 
As one journalist put it: “The infinite ramifications and endless reactions 
are beyond the grasp of any one but an imposter . . . if there is a right 
thread of theory, it must be so tangled as to be worse than useless.”! 


THE UNIVERSITY OF GLASGOW. 


1 Bankers’ Magazine, 1893, p. 216. 
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DEMAND THEORY REVISED 
By C. F. CARTER 


A suBJECT must be dark indeed if Professor Hicks cannot make it clear; 
and the urbane lucidity of his latest book! is a model to all of us. One 
cannot but admire his achievement in developing, in great and careful 
detail, the implications of some essentially mathematical hypotheses, while 
keeping the argument well within the understanding of his non-mathemati- 
cal colleagues. It is true that this concession to human weakness involves 
an increase in length, and that where the argument is based on a diagram 
several pages earlier the patience of the reader is sorely tried ; nevertheless 
he achieves considerable success in bringing to life what is inherently a 
somewhat dusty subject. For it is with the emotions of one who, after long 
travelling, attains the farther side of the Sahara desert that one turns the 
last page of the book. It is most impressive, great in its intellectual extent ; 
it is also, perhaps, a trifle dry, and the mind is seized with the nagging 
doubt that, however it is irrigated by the waters of reality, it will not prove 
particularly fertile. But the dryness inheres in the subject, not in the author, 
and I shall attempt later to suggest causes for the lack of fertility. 

The starting-point, of course, is ordinal utility, or a system of behaviour 
according to a scale of preferences ; not, apparently, ‘revealed preferences’ 
in the Samuelsonian sense, though the full nature of Hicks’s differences 
from Samuelson does not emerge. Of the rejection of cardinal utility I 
shall have more to say below, and it will suffice here to admit that for the 
purposes of this book the more elegant but less probable preference-scale 
hypothesis will suffice. This is because the intention of the book is (to 
borrow a metaphor from Robertson)? to put the preference horse through 
its paces, to show what a wonderful performer it is at jumping some 
modest fences. The elderly mare called Cardinal Utility can doubtless 
jump them too, but we do not reach in this book the issues where a choice 
between the two performers might be important ; they may well be reached 
in a further book, in which we are promised some remarks on ‘ Welfare’. 

A scale of preferences may have either a strong or a weak ordering, the 
former being a ‘before or after’ relationship, while the latter admits of 
indifference. Strong ordering implies discontinuity (since a continuum of 
more than one dimension cannot in general be strongly ordered). Weak 
ordering does not get us far unless we assume the existence of a ‘con- 
tinuous’ (i.e. indefinitely divisible) commodity with a positive marginal 
utility. These are genuine alternatives, since indifference—if ** is an 


1 J. R. Hicks, A Revision of Demand Theory (Oxford University Press, 1956). 
2 ‘Utility and All What ?’, Zconomic Journal, Dec. 1954, p. 666. 
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observed fact—could be interpreted as a mere unwillingness to be bothered 
with the finer judgements of a strong ordering; on the whole, however, 
weak ordering is more plausible and promising in its results. 

On the hypotheses of ordering, Hicks erects a structure, first for the 
demand for a single commodity (‘all other commodities’ being regarded 
as a single alternative), and then for the demand for many commodities. 
Let us look at the latter, or general theory of demand, to see what results 
are deducible from the austere postulates of preference theory. They 
include, on the assumption of weak ordering: 


1, If some prices fall and none rise, and income changes to maintain 
indifference, then, though some quantities may fall, these must be at 
least counterbalanced by others which rise. 

This is a theorem about the nature of the substitution effect ; it is 
a straight deduction from a test of consistency in the ordering. 

2. The required compensating variation of income is, for small price 

changes, the mean of the Laspeyre and Paasche cost-differences. 

This assumes the transitivity of indifference (if A is indifferent 
to B, and B to C, then A is indifferent to C), and the indefinite 
divisibility of the commodities whose prices are changing. The 
first assumption rules out a ‘bogus’ weak ordering, caused by 
inability to perceive fine shades of difference in a strong ordering ; 
for a series of differences, each too small to be appreciated, might 
add up to one large enough to be noticed. Thus I might be in- 
different between equal amounts of chicken and ham (in the sense 
of being unable to say which I prefer), and indifferent between 
ham and veal, and yet be able to say that I prefer chicken to veal. 
Indeed such a situation seems more realistic than an assumption 
that indifference is an exact concept. Thus the apparently harm- 
less and plausible assumption of transitivity may conceal a 
departure from reality. 

3. Given the assumptions of (2) and given three positions A, B, and C, 
which are indifferent after a compensating variation of income, then 
the sum of the quantity changes from A to B each valued by the 
corresponding price change from A to C equals the sum of the 
quantity changes from A to C, each valued by the corresponding 
price change from A to B. 

There follows the well-known theorem that the change in the 
consumption of Y resulting from a unit change in the price of X 
equals the change in the consumption of X resulting from a unit 
change in the price of Y—other prices being held constant, and 
a compensating variation of income being made, in each case. On 
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this can be founded definitions of complementarity and substi- 
tution. 

4, If some prices fall and none rise, but there is no compensating income 
change, then usually the sum of the price changes each multiplied by 
the corresponding quantity change will be greater than or equal to 0, 
price falls being counted positive. 

This is the generalized law of demand, which states that (though 
some quantities may stay the same or fall) there is a broad 
tendency for quantity to move in the opposite direction to price. 
But the law is not universal; it may be broken if all or most of 
the price-changing goods are ‘inferior’ to the consumer concerned 
(so that there is a negative income effect which outweighs the 
substitution effect). 


5. If some prices fall and some rise, and there is no compensating income 
change, then the generalized law of demand will still usually apply ; 
that is to say, if price falls are counted positive, the correlation 
between price and quantity changes will tend to be positive. In 
addition to the ‘inferior goods’ or Giffen case, the law is subject to a 
rare exception if there is a great difference between the income 
elasticities for the price-falling and the price-rising goods. If market 
demand is considered, there is a further conceivable exception if a 
special type of redistribution of incomes takes place. 


For market demand, the chance that any of the exceptions will 
apply seems extremely slight. 


6. A dual theory of demand, treating of the dependence of the marginal 
valuations of commodities consumed on the quantities of those 
commodities (instead of the dependence of quantities on prices) can 
be developed. From this arises a second (and different) definition of 
complementarity and substitution. 


7. The difference between the Laspeyre and Paasche quantity indices, 
for two non-indifferent price and quantity positions, is greater than 
or equal to 0, unless there is a strong income effect (i.e. the change in 
real incomes induces a relative expansion in demand for goods whose 
prices have relatively risen). This is an index-number equivalent 
to the generalized law of demand, but it is subject only to a single 
type of exception. 


There are other results, of course—for instance, those relating to the 
various species of consumers’ surplus ; but the general nature of Professor 


1 See J. L. Mosak, General Equilibrium Theory in International Trade (Principia Press, 
Bloomington, Indiana, 1944), pp. 45-47. 
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Hicks’s analysis is sufficiently illustrated. He has explained, mainly in 
words but with reasonable rigour, a special part of pure mathematics—that 
is to say, the things which follow logically from a particular set of abstract 
hypotheses. Like all pure mathematics, the work has a certain beauty, and 
gives to the beholder the satisfaction of an orderly complexity. But over 
it rises like a threatening cloud the question ‘Is it any use ?’; or, to use 
Samuelson’s more polite circumlocution’ (though in a wider sense than 
he uses it), ‘Is it operationally meaningful ?’ 

A person of scientific spirit, but with no economic knowledge, would 
(I suspect) regard demand theory as a remarkable example of the oddity 
of economists. He might conclude, and with some reason, that it is not 
surprising that the dismal profession yields, for a large input of intellectual 
energy, a small output of usable results ; for in this instance its practitioners 
appear more concerned to play at elementary mathematics than to conduct 
a scientific inquiry. Here is a subject which deals with the attitudes of 
human beings in an important part of the business of life. Do we begin by 
studying these attitudes, by seeking the most general theory consistent 
with observed fact? Do we call on the psychologists to help us to design 
experiments which will reveal the workings of the mind, as it reaches 
decisions to buy or not to buy? Do we even experiment on ourselves, and 
seek from the dangerous process of introspection a knowledge of how our 
minds work on this matter ? 

In general the answers are negative ; we appear more concerned for the 
beauty of our theories than for their truth. Nothing illustrates our per- 
versity more neatly than the controversy about cardinal utility. ‘Hacking 
about with Occam’s razor’,? the ordinalists suppose that they have settled 
the matter if they can show first that their hypotheses are simpler and neater 
than those of the Cardinal Club, and second that they are equally effective 
in yielding certain theorems. But introspection strongly suggests that the 
comparison of differences in satisfaction, which is the theoretical requisite 
for a cardinal utility, is in fact; possible—though no doubt only in a rough 
and ready way. If this is so, a crude personal scale of cardinal utility is a 
fact ; it may (like the Albert Memorial) not be a very useful fact, but it is 
a good habit to start from ascertained fact rather than from fancy. 

It seems reasonable to suppose that the state of satisfaction of an 
individual is a single thing, not capable of being split up into the con- 
tributions of the various commodities which yield the satisfaction; and 
that in consequence the marginal utility of a commodity may alter because 
of a change somewhere along the chains of complements and substitutes. 


1 P. A. Samuelson, Foundations of Economic Analysis (Harvard University Press, 1947), 
pp.. 4-5. 
* Robertson, loc. cit., p. 670. 
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In other words (as has long been agreed) there is no single commodity 
capable of being used with certainty as a measuring-rod for utility. In 
consequence Professor Hicks is disposed to dismiss cardinal utility as of 
no use to the econometricians; but one may fairly ask whether his own 
system is any more useful. Can the econometricians in fact do anything 
about individual demand, except observe its results ? 

Professor Hicks can alternatively reply that it is not necessary to his 
argument to discuss the existence, or non-existence, of a personal scale of 
cardinal utility. But the main criticism of the attitude, of which he is so 
distinguished an upholder, seems to me to remain valid. The proper 
foundation of a theory of demand is an inquiry into the processes of the 
human mind; if this is for the moment impossible (because liaison with the 
psychologists is imperfectly developed, or because of the difficulty of 
experiment on the complex human animal), then the next best thing is to 
study the facts of consumer behaviour as seen in the market, and to try 
to work back from these facts to some generalizations about demand. 
Professor Hicks’s theories are of course related to facts, in that they yield 
some plausible and familiar results, but these results are only broad 
generalizations, not tailored to fit any particular observed sets of economic 
facts. I am not quite sure (after reading chapter 1) how Professor Hicks 
would define ‘econometrics’, but his whole approach seems to me to lack 
the close relation to observed fact by which, we hoped, econometrics was 
to make of economics a respectable science. 

It can be argued, of course, that the whole effort to establish a theory of 
demand is hardly worth while, because our knowledge of the motives of 
individuals is so slight and confusing. We should then have to make do 
with some generalizations about market demand, based upon observed 
fact—though even this is as difficult as counting a flock of hens, for in 
economic affairs things will not stand still while we study them. But at 
least we might hope that, even if the actions of individuals were (as some- 
times they certainly are) contrary and illogical, their actions in the mass, 
as seen in the market-place, would show a statistical regularity. 

If this is too defeatist an attitude, there is much work to be done in 
bringing within the structure of a theory of individual demand some of the 
known oddities of human behaviour. Probably these are at least as 
important as the Giffen case, and a great deal more important than the 
other exceptions which Professor Hicks finds to the generalized law of 
demand. Thus, it is well established that in certain important fields 
consumers have a tendency to judge quality by price, and may therefore 
buy less of a product if its price is sharply cut. This tendency is probably 
becoming more important, because consumers may be quite unable to 
make any direct assessment of the quality of goods of a high scientific or 
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technical content. There are cases in which the actual relation between 
quality and price is inverse, the cheapest product being the best, but the 
habit of judging by price (or of accepting the truth of advertisements) is 
so strong that there is no tendency for people to discover the virtues of 
buying cheap. A preference which is ‘unreasonable’ but independent of 
price fits, of course, perfectly well within the usual theory; a preference 
which is linked with price does not. 

Again, what are the implications of an hypothesis—which is surely well 
founded—ihat only quite gross differences in the utility of different com- 
binations of goods can be perceived ; that, in fact, we quite often make our 
choices in a random manner, because we have no sufficient grounds for 
coming down on one side or the other? It is usual to assume that this 
makes no difference, despite the fact that—as mentioned above—it implies 
that we may be indifferent between A and B, and between B and C, and 
yet prefer A to C. Is this no more than a tiresome woolliness, or does it 
imply further perversities or exceptions? Or, what are the implications of 
choice between uncertain events, such as arise in investment in football 
pools or ordinary shares? I ventured to point out elsewhere that this 
provides some problems for the ordinalists, caused by the impossibility of 
combining two pure orderings ;! Professor Shackle has suggested a possible 
answer,” but this very common type of choice needs further study. There 
is more to be done, too, on the interdependence of the choices of different 
consumers, a subject so usefully developed by Professor Duesenberry. 

Iam not, of course, suggesting that Professor Hicks should have galloped 
down all these by-ways. My complaint is that, just as he and many other 
distinguished people write of the trade cycle as a mathematical process 
with little reference to the reactions of the human beings who believe they 
are making real business decisions, so he sets for us the pattern of a theory 
of demand which is a piece of mathematics divorced from the study of the 
human consumer. This is not ‘a study of men as they live and move and 
think in the ordinary business of life’, and I suspect that, as a mathe- 
matical exercise, it has reached the limit of its fertility. 


THE QUEEN’S UNIVERSITY OF BELFAST. 
' Economic Journal, Dec. 1953, p. 816. 


2 Ibid., June 1956, pp. 211-19. 
® Marshall, Principles, 1. ii. 1. 
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THE LAND MARKET IN THE NINETEENTH 
CENTURY 


By F. M. L. THOMPSON 


THE nineteenth century witnessed the establishment or full development 
of organized markets for every variety of commodity, of money market 
and capital market, even of some semblance of a labour market. A land 
market alone seemed to remain persistently, obstinately, absent. Its 
absence was felt as a matter of organization and institutions. ‘Where is the 
so-called “Property Market” ?—and what of its quotations?’ wrote a 
contributor to the Estates Gazette in 1895, having in mind an analogy with 
a commodity market as a particular place in which prices were made that 
governed dealings in that commodity.! Its absence was felt as an affront 
to harmony and symmetry, a nagging flaw in the perfection of the structure 
of markets which seemed to translate the theory of the self-regulating 
economy into the practice of impersonal allocation of resources to the 
economically most efficient use. Its absence was felt by some to be a 
social as well as an economic evil, a reflection of an artificially restricted 
circulation of land which produced the socially and politically undesirable, 
perhaps dangerous, effect of preventing a wide distribution of landed 
property among the middle and lower classes.? 

It is plain that no national land market existed in the sense that the 
London Stock Exchange, the Mark Lane corn market, or the Liverpool 
cotton market existed. The press, daily and weekly, could locate the other 
markets and produce its reports of the level of activity and the ruling 
prices of money, securities, wheat, meat, cotton, indigo, and so on; it 
could not find the land market, in general it only began to carry real 
estate intelligence in the last quarter of the century, and it could not 
produce the ruling price of land. It is simple to state the reasons for this. 

The amount of land changing hands by buying and selling was never 
sufficiently large to make possible the great specialization in function in 
dealing and jobbing, and the continuous transaction of business, which are 
essential features of a highly developed market. Land lacks uniformity 
of quality ; it cannot be leased or sold by sample, one acre is not as good 
as another. Not only does the value of land depend on a variety of local 
and individual qualities of geology, climate, situation, and accessibility, 
but also the value put upon it varies with the tastes and interests of 
individual prospective possessors. By no means all competitors for land 


1 ‘The Property Market, by an Old Hand’, Estates Gazette, 5 Jan. 1895, p. 19. 
2 These opinions were common currency among contemporary law reformers, economists, 
liberals, and radicals who concerned themselves with the free trade in land issue. 
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look on it as a factor to be employed in production of one sort or another ; 
many, perhaps at times most, value it for the fulfilment of non-economic 
satisfactions, social security, social advancement, or political influence. 
In such a situation it is difficult to visualize a dominant central market 
with the function of allocating resources not between competing uses 
differing only in degree, but between competing uses and satisfactions 
differing in kind. London might absorb much business, hut in the nature 
of things local and personal land markets remained important means of 
transfer, and the centralized market could not emerge. 

However, even if market institutions were imperfect or rudimentary, 
something like a market in the economists’ sense might exist if general 
influences produced general effects on the level of land transfers. Technical 
writers agreed that the price of land was uniform and moved regularly in 
response to the price of Consols, though this faith was somewhat under- 
mined by the end of the century.1 They did not argue from price to the 
amount of business being done. The land reformers were concerned with 
showing that there were artificial, legal restrictions on the supply of land 
for sale, and to a lesser extent on the demand for land, and denied that 
there was a fluctuating and therefore at least partially free market in 
land. Sir John Clapham accepted their view in stating that ‘the land 
was not effectively mobilised,’ at least before the 1880’s.? 

The intention of this article is to examine the level of land transfers 
in the nineteenth century in an attempt to establish the long-period 
movements in the amount of land sold. Fluctuations in land sales do not 
in themselves prove that the market was freely open to economic influences. 
If they were produced mainly by alterations in the conditions of supply, 
such as the Settled Land Act of 1882 which empowered life tenants to sell 
settled estates, they might prove the opposite. The second object, there- 
fore, is to suggest the probable reasons for these fluctuations. 


No official, compulsory registration of all land sales was ever established 
in England, such as makes possible in principle a firm statistical basis for 
the study of land turnover in Scotland, France, Belgium, and most other 
civilized countries. In its absence we can only attempt to reconstruct a 
picture of the volume of land transfers from less direct evidence. Apart 
from such literary evidence as is readily applicable, use is here made of 
two statistical series, the yield from the auction duty and the figures 


1 Nathaniel Kent, Hints to Gentlemen of Landed Property (1793 ed.), p. 267; David Low, 
On Landed Property and the Economy of @states (1844), p. 29; Francis Cross, Landed Property: 
tts Sale, Purchase, Improvement and General Management (1857), p. 68; Transactions of the 
Institution of Surveyors, xxii, 1889/90, pp. 5-7. 

* Sir J. H. Clapham, An Economic History of Modern Rritain, 1850-1886, ii, p. 254. The 
paradoxical statement that ‘land came rather freely into the market’ is however contained 
in the same paragraph. 














ee ee ee ee 


= ——— ea: 





F. M. L. THOMPSON 287 


compile by the Estate Exchange. Both are a good deal less than satis- 
factory, but they can be made to serve as indicators of the movements in 
land transfers, albeit rough ones, which are adequate for the purpose of 
establishing trends and for suggesting the order of magnitude of total 
sales. 

The duty on sales by auction was imposed by Lord North in 1777, and 
continued until repealed by Peel in 1845. Throughout its life two rates of 
duty were levied: a lower rate on sales of land, tenements, houses, shares, 
annuities, reversionary interests in the public funds, ships, plate, and 
jewels; and a higher rate on sales of furniture, fixtures, pictures, books, 
horses, carriages, and all other goods and chattels. The introduction, 
from 1815 and 1817, of separate rates for auctions of home-grown wool 
and of imported foreign produce on its first sale, does not concern us. 
The Excise Inquiry in 1835 produced figures of the yield of the duty in 
every year from 1778 to 1833, broken down by countries and by categories, 
so that it is possible to reconstruct the total value of property in England 
paying the lower rate of auction duty.! Unfortunately it is not possible 
to continue the series up to 1845, since subsequent figures from the annual 
finance accounts, though broken down by countries, show only the total 
yield of auction duty from all classes of property and goods. It is abun- 
dantly clear from the 1835 analysis that there was no remotely constant 
relationship between the yields of the two main classes, and year-to-year 
variations in total amount sometimes even concealed opposite movements. 
Only an isolated and highly detailed analysis of auction duty receipts 
for 1840 is available to extend the series.2 The figures are in Table I. 

As this class of auction duty covered property other than land, it is 
necessary to estimate the amount of auction sales of shares, annuities, 
reversionary interests in the public funds, ships, and plate and jewels, 
which is included in the above totals. The excise authorities were unable 
to make this distinction, as they were entirely dependent in the collection 
of the duty on the aggregated accounts rendered to them by individual 
auctioneers. The Inquiry Commissioners in 1835, and all the witnesses 
examined, in fact assumed that this class was in practice almost ex- 
clusively concerned with auctions of real property. Some confirmation of 
this can be derived from the 1840 analysis, which showed both amounts 
on which duty was charged and amounts which were exempt because 
they were bought in and no sale was effected at the auction. Of the total 
bought in, plate and jewels formed 0-2 per cent., ships 1-5 per cent., and 
real property 98-3 per cent.: there is no reason why the ratios in actual 
sales should not have been roughly similar. Corroboration of the 


1 Twelfth Report from the Commissioners of Excise Inquiry (Auctions), P.P. 1835: xxx. 
2 Accounts and Papers, P.P. 1845: xxviii. 3 Loc. cit., pp. 240-3. 
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TaBLeE I 
Purchase money of lands, &c., on which auction duty was charged, 
by calendar years 
£000 £000 £000 
1778 503 1798 1,900 1818 3,748 
79 737 99 2,198 19 3,771 
80 861 1800 3,027 20 3,278 
81 806 01 4,002 21 2,551 
82 941 02 4,513 22 2,660 
83 1,020 03 4,884 23 3,252 
84 1,409 04 3,369 24 5,062 
85 1,288 05 3,722 25 5,768 
86 1,306 06 3,882 26 3,027 
87 1,615 07 4,052 27 3,740 
88 1,664 08 4,162 28 3,433 
89 1,555 09 5,011 29 3,126 
90 1,459 10 6,096 30 2,480 
91 1,993 1l 6,510 31 2,611 
92 2,538 12 5,673 32 2,716 
93 2,817 13 5,843 33 2,893 
94 1,963 14 4,948 1840 4,229 
95 2,318 15 3,727 
96 2,778 16 2,456 
97 2,341 17 3,201 
Quinquennial averages 
£ £ 
1780-4 1,007,890 p.a. 1810-14 5,814,230 p.a. 
1785-9 1,485,910 p.a. 1815-19 3,380,957 p.a. 
1790-4 2,154,293 p.a. 1820-4 3,361,353 p.a. 
1795-9 2,307,565 p.a. 1825-9 3,819,150 p.a. 
1800-4 3,959,504 p.a. 1830-3 2,675,364 p.a. 
1805-9 4,166,193 p.a. 4 years only 














relatively small amounts of shares, annuities, and reversions passing by 
auction is more conjectural. Analysis of auctioneers’ advertisements in 
The Times in 1839 shows these to have formed about 5 per cent. of the 
total number. An analysis in the Estates Gazette in 1859 showed that all 
the non-landed items advertised by auctioneers formed between 7 and 
10 per cent. of the total.1 In the 4 years 1889-92 auction sales of shares, 
annuities, and reversions formed on average 4 per cent. by value of the 
total auction business recorded by the Estate Exchange.? To argue 
back from this evidence to the years of the auction duty, and to assume 
constancy of auction habits over such a long period, is risky. But until 


1 Estates Gazette, 1 Mar. 1859, p. 75. 
2 Ibid., 11 Jan. 1890, p. 31; 3 Jan. 1891, p. 7; 8 Jan. 1892, p. 35; 7 Jan. 1893, p. 13. 
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further evidence is forthcoming on the amount of auction sales of these 
goods and interests it seems reasonable to assume that at least 90 per 
cent. of the amounts in Table I represent sales of real estate. This 90 per 
cent. is of course made up of sales of land and sales of houses, and between 
these two it is impossible to distinguish. 

However, before accepting the auction figures as a chart of activity in 
the real estate market, there are two further vital but elusive factors to 
consider. First, what was the relation between figures of purchase 
money and actual quantities of property sold? Secondly, what was the 
relation between auction sales and total sales, and did it remain constant ? 
The answer to the first question depends on movements in rents and in 
number of years’ purchase ; rises or falls in the totals of purchase money 
could be caused entirely by changes in these elements, with the number 
of houses and acreage of land passing remaining unchanged. For house 
rents and house prices no usable evidence is available for the period 1778- 
1833. For land values we are in somewhat better case. Between 1778 
and 1815 agricultural rents perhaps doubled: this was the experience 
in Norfolk; the increase was rather smaller in Northumberland, about 
the same in Yorkshire, and rather greater in Durham and Shropshire." 
Between 1816 and 1833 rents fell, perhaps by 10 per cent. on average, 
with a low point in the first 2 or 3 years of the 1820’s, and with some 
areas showing no overall decline at all.? 

Tentative as must be any reliance on these measurements of the magni- 
tude of rent movements, in the case of variations in the number of years’ 
purchase commonly given we cannot do much more than indicate the 
directions of the movements. Arthur Young in 1812 produced a table of 
land prices with precise figures of years’ purchase: 1768-73, 32 years’ 
purchase ; 1778-89, 23}; 1792-9, 27; 1805-11, 28.2 He does not specify 
his sources, nor tell us what steps, if any, were taken to eliminate the 
exceptionally high or low figures which could be produced by under- 
renting—an unusual residential or estate element in value—or over-renting, 
in any particular sale. Nevertheless this is probably a reliable picture of 
the direction of movement, though not of its amplitude: the fall in the 
American War and the following decade was probably smaller, the rise in 


1 For Norfolk, R. A. C. Parker, ‘Coke of Norfolk and the Agrarian Revolution’, Hcon. 
Hist, Rev., 2nd ser. viii, p. 157. For Northumberland, Alnwick MSS., Audit Accounts. I am 
indebted to His Grace the Duke of Northumberland for permission to work at Alnwick on 
many occasions. For Durham and Shropshire, Raby MSS., Estate Accounts. I am indebted 
to Lord Barnard for permission to consult these records. For Yorkshire, Fitzwilliam MSS., 
Estate Accounts. I am indebted to Earl Fitzwilliam and the Trustees of the Fitzwilliam 
Settled Estates for permission to use these records. 

2 R. J. Thompson, ‘An Inquiry into the Rent of Agricultural Land in England and Wales 
in the 19th century’, J.R. Stat. Soc. lxx. 1907; and MSS. sources as in previous footnote. 

3 Arthur Young, An Enquiry into the Progressive Value of Money in England (1812), 
p. 99. Dr. L. 8. Pressnell drew my attention to this work. 
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the Revolutionary and Napoleonic Wars probably greater. Other sources 
at any rate indicate a higher rate as usual during the Napoleonic Wars, 
up to 35 years’ purchase of existing rents. This is ~hat we would expect, 
when rents were expected to go on rising and when small farmers were 
anxious to purchase their holdings as opportunities offered. After 1815 
there was a decline, so that by the early thirties 26 to 28 years’ purchase 
seems to have been normal.! 

This information is not sufficiently clear, detailed, or reliable to warrant 
any attempt at refined statistical manipulation of the auction duty figures 
to convert totals of purchase money into numbers of acres sold. It is 
apparent that the increase in average annual purchase money between 
1780-4 and 1810-14 exaggerates the increase in acreage sold, and that the 
decrease in purchase money after 1815 exaggerates the decrease in acreage 
sold. If we were to assume that the ratio between bouse property sold by 
auction and total sales of real estate by auction did not vary much in the 
period 1780-1833, then it would seem roughly true that the number of 
acres of land sold by auction doubled between 1780-9 and 1810-14, the 
increase in activity being steady after 1790 and rapid after 1800. After 
1815 there was a sudden and marked drop in the area of land sold in the 
period 1815-19, but there was perhaps a recovery between 1820 and 1829 
with the acreage being sold by auction little below the level of the last 
years of the war, a decisive decline to about two-thirds of that level 
coming only after 1830. Even the war-time peak represented a very modest 
volume of land transfers by auction ; at the outside, making no allowance 
at all for sales of house property, not more than 170,000 acres a year were 
sold between 1810 and 1814; the actual amount might have been as little 
as half this.? 

The relation between auction sales and total sales cannot be established 
with any confidence. If the estimate of a leading conveyancer, James 
Humphreys, was to be believed, that in 1825 the yield of stamp duties on 
land transfers was £440,000 at an average rate of 1} per cent. ad valorem, 
giving a total purchase money for the year of £35 million,’ it would make 
auction sales form about one-tenth of all sales. If on the other hand, the 
estimate of the Stamp Office is accepted, from its ‘account of stamps for 


1 §.C. on the State of Agriculture, P.P. 1833: v, current land values contrasted with war- 
time values, pp. 51, 70, 82, 94, 107, 109, 167, 278, 437. Alnwick MSS. contains some evidence 
on land values, especially post-1815. Norton, Trist, and Gilbert’s letter ‘A Century of Land 
Values’, The Times, 20 Apr. 1889, p. 11, shows, when averaged over 5-year periods, a decline 
from 32 years’ purchase 1800-14, to a low point of 23 years’ purchase 1830-9: it does not 
however show any rise between 1781 and 1800. 

2 Taking £35 per acre as a modest price for 1810-14; cf. ‘A Century of Land Values’. 
In a later period of peak auction sales, that of the 1870's, land sales formed about 50 per 
cent. of total sales, by value: Estate Exchange reports, v. infra, Table III. 

8’ James Humphreys, Observations on the Actual State of the English Laws of Real Property 
(1826), p. 204. 











the 
au 


th: 
sir 
au 


ite 
wi 


. oS. 


wae be eo Qs & 














Tv 
~ 


Vw wa ® 























F. M. L. THOMPSON 291 


conveyances issued . . . so far as the same can be made up’ for the years 
1816-24, the picture is radically altered. These figures of stamp receipts, 
converted at the same rate of a 1} per cent. average duty, show total 
annual purchase moneys of between £4,314,720 in 1816 and £6,080,640 in 
1824.1 This would make auction sales more than one-half of all sales. 
These were the lower and upper limits. The first was too low, since 
Humphreys was almost certainly inflating the amount of land transfers 
by taking an estimate of the duty on all transactions relating to land, 
including mortgages and leases, as though it related to sales alone. The 
second was too high, since in view of the large amount of property which 
went to auction, was bought in, and subsequently sold privately, it implies 
that nearly all land eventually sold was in the first instance offered at 
auction, a palpable absurdity. Further than this we cannot go. 

It is, however, clear that the relation between auction sales and total 
sales varied. The witnesses heard by the Excise Commissioners agreed not 
only that 1810-13 and 1824—5 had been high times for land sales, but also 
that the number of actual sales of land by auction had been decreasing 
since the war. That is, of the total advertised and put up for auction, a 
smaller proportion than formerly was actually sold, and a larger proportion 
was bought in. The reason was held to be a desire to avoid payment of 
auction duty: an estate would be put up to auction in order to find out 
its market value, it would be bought in just above the final bid, and 
would then be sold by private contract. This check on successful auctions 
had not operated in war-time because competition for land was then 
such that bidders at auctions were not willing to run the risk of failing 
to be the purchasers simply for the sake of avoiding duty.” 

In 1840 less than one-third of the real estate offered by auction was 
actually sold, and if this was typical of the situation in the auction duty 
period it contrasted quite strongly with the half which the Estates 
Gazette persuaded itself was the normal proportion between sales and 
offerings 20 years later.» We may accept that the witnesses in 1834 
stated the facts correctly: their explanation of them was probably astray. 
A similar marked increase in the number of abortive auctions was noticed 
in the 1890’s, when there was no auction duty to account for it, and in 
1892 less than a quarter of the acreage offered at auction was sold.‘ 
This seems in other words to have been a characteristic of periods in which 


1 Accounts and Papers, P.P. 1825: xxi, p. 325. The Stamp Office never again ventured on 
such an apparently precise return of conveyancing stamps, not surprisingly since it possessed 
no means of distinguishing between the variety of purposes for which stamps of similar 


_ denominations were required. 


2 Twelfth Report from the Commissioners of Excise Inquiry, app.’s 16, 24, 26, and 27. 
3 Accounts and Papers, P.P. 1845: xxviii; Estates Gazette, 15 Feb. 1860, p. 58; 15 Mar. 


1861, p. 101. 
4 Estates Gazette, 7 Jan. 1893, p. 12; 6 Jan. 1894, pp. 9, 13; 12 Sept. 1896, p. 387. 
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the outlook for agriculture and agricultural land values was depressed 
and uncertain. A seller would go to auction with a reserve price based on 
a more or less conventional idea of the value of his estate. In buoyant 
times an optimistic view of the prospects of rent increases and capital 
appreciation could easily carry biddings beyond the reserve. In uncertain 
times, however, the reserve was not readily adjusted to prevailing lack of 
confidence in the future, since no seller would be inclined to accept great 
sacrifices in advance of their being proved necessary, with the result that 
prospective purchasers found property overvalued. An abortive auction 
gave both the owner who was prepared to go on with a sale, and prospective 
purchasers, an idea of the price on which realistic negotiations could be 
conducted, and helped to establish contact between them. In times of 
depression the auction machinery became a means of testing the state of 
the market as much as a means of effecting actual bargains. 

If after 1815 the share of auction sales in total land sales fell, and that 
of private treaty sales rose, it follows that the volume of land transfers in 
the 1820’s must have been well above the war-time peak. This is what one 
would expect as deflationary pressure forced those with high fixed charges 
based on war-time values to unload their property on to the market, and 
it is consistent with such printed and documentary evidence as is avail- 
able.1 Such a spate of land sales, if it existed, did not however show in 
the stamp duty receipts. Although it is highly probable that falls in the 
stamp yields of other components in the mixed bag of ‘deeds and other 
instruments’ could mask a rise in the yield on conveyances, the fact that 
the total yield of the category shows a steady annual decline from a peak 
in 1809 to a trough in 1832 must mean that any such masked rise could 
not have been very substantial.2 Indeed the outside estimate of the 
yield of stamp duties on conveyances, by James Humphreys, assuming the 
average fee simple value to be as low as £35 an acre, means that not more 
than one million acres of land were passing by sale in a year; that was a 
flood of land transfers only in a relative sense, since it represented a rate 
of turnover of the land of England below the level of once per generation 
which many regarded as the theoretically desirable minimum.® 

1 §.C. on State of Agriculture, 1833: v, p. x; Alnwick MSS., Fitzwilliam MSS., Ridley 
MSS.; and the Ashburton MSS. in the Hampshire Record Office, Winchester, all show con- 
siderable purchasing activity in this period. I am indebted to Viscount Ridley for permission 
to use his records at Blagdon Hall, Seatonburn, Northumberland. Curiously enough a pro- 
minent auctioneer, Alexander Rainy, expected a flood of land sales ‘owing to the incum- 
brances and charges which were created during the period of agricultural prosperity and an 
extended currency and credit’ to occur in the few years after 1834, whereas it is likely that 
this flood was by then over. He was, however, concerned to marshal arguments against the 
auction duty: Twelfth Report from the Commissioners of Excise Inquiry, app. 26. 


2 13th Report of the Commissioners of Inland Revenue, with some retrospective history, 
P.P. 1870: xx, p. 121. 


% James Stewart, On the Means of Facilitating the Transfer of Land (1848), pp. 82-84. 








the 





a, a ee 








F. M. L. THOMPSON 293 


The auction duty figures suggest that the volume of land transfers 
turned downward in the early 1830’s, and there is some suggestion that 
from then until the end of the 1840’s the land market was generally slack 
and dull, with one bright interval of revived business in 1838-41. Witnesses 
in 1846 spoke of land, in this period, being ‘rather an unsaleable article’, 
of a particular depression in values in 1835-7, and of the small quantity 
of land which came into the market. Certainly purchasing activity on the 
Duke of Northumberland’s estate declined markedly.1 

Some contemporaries argued that the stamp duty figures showed that 
the traffic in land was decreasing. In fact the figures for receipts of duties 
on deeds and other instruments included the duties on transfers of stocks 
and shares (though Bank of England, South Sea, and government stocks 
were exempt), the duties on patents until 1854, and the duties on bonds, 
bills of lading, and articles of clerkship and solicitors’ admissions, among 
the more important revenue-yielding, non-landed items. Among the 
instruments relating to real property which were subject to stamp duties, 
leases, mortgages, and settlements of capital sums though not of land 
itself, were included alongside conveyances. Movements in the total yield 
of this heterogeneous category are therefore impossible to interpret, and 
cannot be made to show anything. The best-informed contemporary, the 
secretary to the Board of Stamps and Taxes, confessed himself quite 
unable to tell how many stamps were used for conveyances, and would 
only venture the opinion that out of a total yield of £1,646,000 for deeds 
and other instruments in 1844 ‘it appears true that the sum paid for stamps 
on conveyances of real property are a very small proportion ’.? 

The most that can be said is that the stamp duty figures, falling until 
1832, fluctuating around this low level until 1837, rising somewhat in 
1838-40, falling back again, rising sharply in 1844-5 and then falling 
fairly slowly back to the low level of the 1830’s by 1850, are consistent with 
the idea that this 20-year period was one of relative stagnation in land 
transfers. The number of dutiable transfers of stocks and shares must 
have been increasing in this period, in view of railway activity, and the 
generally static to declining total stamp yields of the period can only have 
accommodated this increase by showing decreases in other components. 

In explanation of this apparent stagnation, one can argue that on the 
supply side the flood of forced sales of the post-war years had dried up, and 
on the demand side that agricultural depression followed by uncertainty 


1 S.C. of H. of L. on Burdens on Real Property, P.P. 1846: vi, part i; Baker Q 504, 511; 
Clutton Q 5619; Davy Q 7428-9. See my unpublished thesis, ‘The Economic and Social 
Background of the English Landed Interest, 1840-70’, Bodleian Library Oxford, 1956, 
ch. iii. 

2 Stewart, op. cit., p. 89, and The Spectator, 26 Feb. 1848. S.C. on Burdens on Real 


Property, Pressly Q 7022. 
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over the future course of rents engendered by the corn law controversy 
discouraged purchasers. Confidence returned after 1850 as agricultural 
rents began to rise, from 1853 at least ; expectations of further rises and 
competition to purchase land, mainly from the new rich, combined to push 
up land prices from the 23 to 27 years’ purchase of the 1830’s and 1840’s 
to the 35 to 40 years’ purchase of the late 1860’s and early 1870’s;} it 
became attractive to sell land, and there are several signs that the volume 
of land transfers began to move upwards, reaching a peak in the early 
1870's, which was possibly the highest in the century. 

The 1850’s saw the establishment of several journals dealing exclusively 
or in large part with the property market. To some extent this was un- 
doubtedly a response to the progressive abolition of press taxation. For 
instance the expansion of a column in the Law Times into an independent 
weekly, the Journal of Auctions, in 1853, was specifically attributed to the 
repeal of the advertisement and supplement duties.2 Another, the Free- 
holder, was founded in 1850 for political rather than fiscal reasons, to 
support the freehoid land society movement. In the case of the Freehold 
Land Times, established in 1854, and the Estates Gazette, established in 
1858, the fiscal impulse seems from the dating to have been muted. On 
the whole there seems to have been a fairly widespread feeling that there 
was a need for a specialized advertising medium for real estate, and for 
some attempt to provide regular property market reports. That this feeling 
arose when it did seems to imply that there was heightened activity in the 
land market, calling for alterations and improvement in its machinery. 

The most notable departure in land market organization, however, and 
one that was definitely an attempt to replace the characteristic personal 
relationships and informal arrangements of land marketing by an im- 
personal institution more suited to an expanding traffic, was the establish- 
ment of the Estate Exchange in 1857. This was formed by a group of 
London auctioneers with the dual object of providing an institution to 
regulate the affairs of the profession, safeguard its legal and fiscal interests, 
and enhance its standing, and of providing a medium for bringing buyers 
and sellers together. The initial step was to set up registers of property 
for sale, and of property sold, so that agents from all over the country 
could find info:mation on what was in the market, and on the state of the 
market, assembled in one office. The further intention was to develop the 
exchange on stock exchange lines so that it should become an actual 
market, the place in which the bulk of the country’s real estate business 
was concentrated, run by brokers and jobbers who would be the obvious 


1 See my unpublished thesis, ch. iv; The Economist, xxviii, 16 July 1870, pp. 880-1; 
Norton, Trist, and Gilbert, ‘A Century of Land Values’, 1889. 
2 Journal of Auctions, 6 Aug. 1853, p. 1. It survived until 1856. 
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resort of buyers and sellers of property in preference to advertisements 
in the press, and who would specialize out into separate sub-markets for 
home lands, home houses, Irish lands, colonial lands, and mortgages, as 
business expanded. 

The idea of such an exchange, with a register of all properties which were 
for sale and a monthly publication carrying their particulars, had first 
been suggested by Rainy, one of the leading London auctioneers, in 1838.? 
That the idea was not realized until 1857 again suggests a contrast between 
the land market conditions of the two periods, and an upsurge of activity 
in the fifties. The further development of the Estate Exchange, from an 
office keeping a register into a market more akin to its title, never took 
place, because the size of the business and its inherent character did not 
justify it. But the registers were established and maintained, recording 
reports from a fairly wide range of auctioneers and estate agents, both 
members and non-members of the institution, and they were held to 
provide the profession with a valuable service, particularly in assisting 
accurate valuation.® 

Unfortunately for the historian these new departures of the fifties did 
not leave behind them such informative evidence as might have been 
expected. Of the land market journals the Freeholder survived for two years 
only, the Journal of Auctions for three. The Freehold Land Times was long- 
lived, becoming in turn the Land and Building News and the Building News, 
but it retained an active interest in the land market for only three years, 
after which it settled down as a paper devoted to architecture, building, and 
civil engineering. During those 3 years a diary of forthcoming sales and a 
report of the results of auctions were regular features, but nothing much 
is to be learnt from the stray facts that some 118,000 acres were announced 
for sale in 1854 and some 190,000 acres in 1856, or that details of the actual 
sale of some 38,000 acres were reported during 1854.4 

The Estates Gazette alone survived, and survives, with its original purpose 
unbroken. In its early years it carried intermittent editorials discussing the 
previous year’s experience in the land market, but these ceased after 1864, 
and for the remainder of the career of its first proprietor, Henry Allnutt, 
it was essentially a paper of advertisements, carrying a slender load of 


1 The Estate Exchange, 155 Queen Victoria Street, E.C.4, possesses some useful printed 
material, including the weekly Index to the Estate Exchange Registers, published from 1868, 
which is not in the British Museum ; it has no documentary material beyond the manuscript 
property registers. Building News, iii, 27 Feb. 1857, pp. 207-8; The Times, 6 Feb. 1857, 
p. 8; The Economist, xv, 10 Jan. 1857, p. 35. 

2 Alexander Rainy, ‘Transfer of Real Property’, 1828, University College London, Hume 
Tracts, 2nd ser., cxlviii. 

3 Estates Gazette, 1 Feb. 1859, p. 41; 8 Aug. 1866, p. 389; 28 June 1871, p. 295. 

4 Information supplied to the Freehold Land Times in 1854 and to the Land and Building 
News in 1856 by some 350 auctioneers, and totalled from the fortnightly reports. 
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articles reprinted from the daily and weekly press, but without a voice 
of its own. In 1879, under the pressure of ‘a very gloomy view of the state 
of the land market’, editorial comment was revived,! and from 1885 an 
analysis of the year’s operations became a regular annual feature, providing 
a continuous series for the literary, though not statistical, assessment of 
the market. 

The Estate Exchange similarly began life with a burst of activity fol- 
lowed by an interval of quiescence. For its first three years it produced 
figures of the amount of business reported to it from the London auction 
rooms, distinguishing the total value of property sold and bought in, but not 
distinguishing between the types of property involved: 








Offered Sold Bought in 
£ £ £ 
1858 8,478,297 3,440,665 5,037,632 
59 6,115,492 2,860,509 3,254,983 
60 6,475,273 3,062,453 3,412,820? 














This service ceased with the production of figures for June 1861, the first 
half of 1861 showing business slightly less than in the first half of 1860, 
and was not resumed until 1871. From 1871 a continuous series of figures 
is available, representing the total value of property sold at the London 
Auction Mart and a small amount of private contract sales which auction- 
eers reported to the exchange. From 1896 a wider cover of sales was 
instituted, and the results tabulated under London sales, provincial sales, 
and private treaty sales. For eleven of the years between 1871 and 1896 
a breakdown of these totals is available, showing the total proceeds of land 
sales and the acreage sold. For the remainder of that period, and for all 
years after 1896, only the annual grand totals are available, made up of 
sales of houses, ground rents, building sites, and miscellaneous properties 
such as public houses, reversions, shares, annuities, and boxes in the 
Albert Hall, as well as land sales. The series cannot, therefore, do more 
than provide a rough guide tw probable trends in land transfers. 

What proportion these figures formed of the business of the country 
as a whole it is extremely difficult to say. At the end of the fifties the 
Estates Gazetie thought that the London sales recorded by the Estate 
Exchange amounted to half the total property sales in England and Wales, 
but this was only a guess not based on a great deal of information.® As late 
as 1891 the Estates Gazette still held to the view, a more experienced view 
than that of 1859, that London sales were not far short of half the total 


1 Estates Gazette, 1 Dec. 1879, p. 579. 
* Ibid., 15 Feb. 1860, p. 58; 15 Mar. 1861, p. 101. 
* Ibid., ’ Nov. 1859, p. 330. 
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TaBLeE II 


Estate Exchange reports of real estate business 
(i) 1871-95, annual totals of sales at the London Mart 



































£000 £000 

1871 5,769 1884 5,976 

72 9,901 85 4,453 

73 8,948 86 4,120 

a 74 11,160 87 3,989 

75 11,466 88 4,447 

76 10,495 89 4,304 

77 11,738 90 4,287 

78 9,839 91 4,174 

79 7,693 92 4,597 

80 7,354 93 4,230 

81 7,052 94 4,125 

82 6,163 95 4,930 

83 5,147 
. (ii) 1896-1913, annual totals of sales at the London Mart 
and country and private treaty sales 
London Private 

) mart Country treaty Total 
£000 £000 £000 £000 
1896 4,476 3,972 2,105 10,554 
97 5,257 5,598 1,349 12,205 
98 6,674 6,372 1,316 13,363 
99 6,290 4,385 1,677 12,353 
1900 4,934 2,757 1,310 9,002 
«9 01 5,553 3,109 1,408 10,071 
02 5,748 2,705 1,561 10,015 
03 5,767 2,654 1,676 10,097 
04 4,896 1,990 650 7,537 
05 4,781 2,271 1,365 8,418 
06 4,335 2,100 1,552 7,988 
07 3,343 1,708 512 5,564 
08 2,733 1,829 1,056 5,620 
09 2,782 2,230 1,331 6,344 
10 2,279 2,547 867 5,694 
ale 11 2,623 4,508 1,265 8,397 
12 2,554 4,698 1,836 9,089 
13 2,345 4,039 2,188 8,574 

















4 Sources: Inde: to the Estate Exchange Register; The Times; Estates Gazette; Land. 


sales. ‘The total of sales recorded at the Estate Exchange is merely an 
index to, not a record of, business done in the land market... . The offices 
of solicitors having important conveyancing practice are in themselves a 
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TaBLE III 
Estate Exchange reports of sales of land other than building sites 











Total sales Land sales 
reported Acreage 
£000 £000 sold 
1871 5,769 3,225 76,356 
72 9,901 6,596 119,054 
75 11,466 4,969 95,894 
85 4,453 986 31,070 
89 4,304 1,172 22,863 
90 4,287 1,231 29,939 
91 4,174 739 17,518 
92 4,597 755 15,518 
94 4,125 283 11,518 
95 4,930 683 36,291 
96 10,554 2,327 77,696 











Sources: The Times ; Estates Gazette ; Transactions of the Insticution of Surveyors. 


medium of transfer at figures probably in excess of all the public business 
recorded at the Auction Mart.”! Two years later it noted that London sales 
were a smaller proportion than usual of the total turnover of the property 
market, owing to arise in private treaty business, without however guessing 
what this lower proportion might be.? 

For the early 1890’s the Estates Gazette itself contained the evidence 
that London’s share of total land sales was definitely less than a half. 
For 1890-2 an addition was made of all the land sales, whether by auction 
or by private treaty, which had been reported in the paper during the year. 
The results for England were: 














Value of land sales 
£000 Acreage sold 
1890 . 4 , ” 3,338 74,591 
ol; . 4 . 2,106 49,592 
92. : ; 2,556 53,254° 





This appears to show that sales at the London Mart were an annually 
diminishing proportion of all land sales, a development which the trend 
visible between 1911 and 1913 in the second part of Table IT also suggests 
as a possibility for that period. This could have been due to a redistribu- 
tion of business within London, a diversion of auctions from the public 
rooms of the Mart to the private, mainly West End, sale rooms of the larger 
firms ; but this seems to have been a later development. On the whole it 


1 Estates Gazette, 2 Jan. 1892, p. 5. 2 Thid., 6 Jan. 1894, p. 13. 
3 Tbid., 17 Jan. 1891, p. 49; 30 Jan. 1892, p. 97; 28 Jan. 1893, p. 74. 
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seems that with the break in land values after 1878 a more pronounced 
change came over the structure of the land market. The outside buyers, 
who had dealt through London, investing in social position through large 
estate purchase, became less prominent; the local buyers, farmers, land- 
owners, local business and professional men, to whom it was natural to 
deal in the local market, relatively more prominent. To the seller the 
conditions of strong competition to purchase land in the late sixties and 
early seventies had made it worth while going to London to get the best 
prices; the collapse of this competition diminished the advantages of 
London as a market, and the seller tended to revert to selling on his own 
door-step. The Estates Gazette saw in the experience of 1905 indications of 
a ‘slow tendency towards greater diffusion of sales’ away from London.1 
In 1913 well over £6,000,000 worth of land was reported as sold, and 
London’s share of this was at most one-third, and in view of the importance 
of house property sales at the Mart, was almost certainly not more than 
one-sixth.? 

The figures for 1890-2 suggest that the decline in London’s control of 
the land market was then already under way. That such a decline is not 
apparent in the wider Estate Exchange coverage after 1896, which shows 
London doing a steady half of the business of the prosperous years 1896— 
1903, seems to be due to the varying proportion which land sales bore to the 
total sales covered by the Estate Exchange reports. Thus in the 3 years 
1911-13 land sales accounted for 58 per cent. of the total property sales 
recorded, while in 1896 they formed only 22 per cent. of the total. While 
houses, ground rents, and other types of real property in which London 
retained its place formed the major part of the year’s business, any decline 
in London’s share in land dealings was masked. 

In 1890-2 sales of land at the London Mart formed a third or rather 
more than a third both by value and by acreage of the total land sales 
reported in the Estates Gazette. There is of course no means of telling what 
percentage of the land sales that actually took place in England managed 
to get reported in the Estates Gazette. One is groping in the dark, but if it is 
assumed that the Estates Gazette was reasonably well served with reports 
of land sales in the home counties, it is possible to gauge very roughly the 
bias its reports may have shown in omitting a proportion of provincial 
sales. Sales reported in Berkshire, Buckinghamshire, Essex, Hertfordshire, 
Kent, Middlesex, and Surrey formed some 28 per cent. of the total area 
reported as sold, and a rather higher percentage of the total value owing 
to the high prices given, particularly for land in Surrey. These same 
counties constitute about 13 per cent. of the total land area of England. 

1 Ibid., 6 Jan. 1906, pp. 20-21. 
2 Ibid., 4 Jan. 1913, p. 14, compared with 3 Jan. 1914, p. 14. 
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One would expect a higher rate of turnover of land in the home counties 
than in the rest of England, though not perhaps so much as double the 
rate, which is what these percentages imply. The omission of provincial 
sales would not therefore appear to have been of overwhelming proportions, 
and if one assumes that as much land again escaped the net of the Estates 
Gazette as was caught by it, any error is probably on the generous side. 

Doubling the Estates Gazette figures for 1890-2 means that land sales at 
the London Mart were then about one-sixth of total English land sales. 
The preceding argument suggests that this proportion had been greater 
before 1878, perhaps one-fifth. In that case the volume of land transfers 
in the peak period for which there are figures, the early 1870’s, was perhaps 
at the rate of 500,000 to 600,000 acres a year. At the low point in the 
series, 1894, it seems that well under 100,000 acres changed hands; and in 
any year between 1885 and 1896, indeed as far as one can tell in any year 
between 1885 and 1911, it is unlikely that as much as 200,000 acres was 
sold. 

This peak rate indicates a low velocity of land circulation. It is, however, 
consistent with Norton, Trist, and Gilbert’s estimate that there were 
‘18 million acres of what may be called marketable land . . . which once 
a generation, or at the most in every two generations, comes into the 
market and changes hands.” An annual turnover in the range of 300,000 
acres to 600,000 acres was what experienced auctioneers regarded as 
normal for the period before 1880 to which their figures referred. 

If Norton’s belief was correct, that if the figures of the firm’s business 
were averaged over 5-year periods they would provide a fairly accurate 
index to the behaviour of the land market as a whole, it is possible that this 
peak of the early 1870’s was not the summit of the entire period, 1778-1914, 
which is under review. Such averages show that the average annual pro- 
ceeds of land sales in 1870—4 were the highest in the 100 years (1781-1880) 
covered by the firm’s statistics. But the average annual acreage sold in 
1870-4 was exceeded in the decades 1820-9 and 1855~—64, even if one 
disregards what was obviously a single very large sale of inferior land in 
1827. In the intervening years the acreage sold was down to half the 1870-4 
level in 1830-4 and 1840-4, three-quarters in 1850—4, and nine-tenths in 
1835-9 and 1845-9.? Since the business of this single firm, though it was 
large by comparison with that of other firms, probably did not constitute 
more than 2 per cent. of the total business of the country, no more should 
be read into these results than some confirmation of the existence of a 
boom in land transfers in the 1820’s, a decline from 1830, and an upward 
movement from the middle 1850's. 


1 ‘A Century of Land Values’, The Times, 20 Apr. 1889, p. 11. 
* Loc. cit. 
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Whatever proportion the Estate Exchange figures formed of the business 
of the country as a whole, informed contemporaries were satisfied that 
those figures were a reliable index to the state of the property market.1 
The figures were compiled on a consistent year-to-year basis, with a break 
in 1896. Though over long periods, in so far as the efficiency of the Estate 
Exchange was increasing, and its net was being spread wider, its figures 
would exaggerate upward and minimize downward movements. Treated 
as such, the trends shown in Table II indicate a fairly close correspondence 
between movements in the real estate market and what is known of the 
building cycle.2 A boom getting under way in the early 1870’s, attaining 
a sustained high level of activity between 1874 and 1877, breaking during 
1878 and ushering in a prolonged depression ; beginning to revive about 
1895, reaching a peak in 1898 but maintaining a fairly high turnover until 
a sharp break after the end of 1903; then falling and remaining low until 
a revival began to show in 1911. This picture shows a closer correlation 
with the Glasgow than with the London building cycle, except that there is 
no sign of a revival beginning in the early 1890’s. It is perhaps significant 
that the figures for business done in London, though conforming to the 
rest of the pattern, do not show the revival from 1911. In the decade before 
1914 the business done in London was increasingly composed of sales of 
London properties, houses, ground rents, and gas and water company 
stocks ;? earlier it had contained a fair share of sales of provincial properties, 
principally land, and its movements had then conformed to the national 
trends. 

The suggestion is that transfers of existing capital in the form of real 
estate kept pace with creations of fresh capital in the form of new houses. 
The connexion between transfers of existing houses and new construction 
was obviously mechanical as well as economic. Many purchasers of new 
houses were not taking their first step in house-ownership, but were im- 
proving their housing conditions by quitting older houses, which were thus 
thrown on the market. However, this process by itself would increase the 
quantity of existing houses in the market, without creating a demand for 
them. The evidence indicates that the periods in which the greatest 
quantities changed hands were the periods of highest prices.‘ In the case 
of land transfers no shuffling of owners caused by vacancies higher up the 
scale could produce the appearance of activity. In general, active transfers 

1 Transactions of the Institution of Surveyors, xxiii, 1890/1, presidential address by R. C. 
Driver, p. 2; Hetates Gazette, 3 Jan. 1891, p. 12; 31 Dec. 1898, pp. 1132-3. 

2 A. K. Cairncross, Home and Foreign Investment, 1870-1913, ch. ii, pp. 12-36; E. W. 


Cooney, ‘Capital Exports and Investment in Building in Britain and U.S.A. 1856-1914’, 


Economica, N.8. xvi, 1949, pp. 347-54. 
3 The Times, 1 Jan. 1910, p. 12; 31 Dec. 1910, p. 4. 
4 Estates Gazette, 1 Jan. 1898, p. 19; 31 Dec. 1898, p. 1133; 30 Dec. 1899, p. 1124; 5 Jan. 


1901, pp. 20-21. 
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of houses and land were not the result of active housing construction, but 
all three were responses to the same causes. 

Doubtless the most acceptable explanation would be to see expansion 
of building, house and land transfers all as the reverse side of a capital 
exports cycle. But if the land transfer boom of the 1820’s is to be fitted 
into a single analysis there is need for a more general explanation than this. 
Essentially the oscillation see.as to have been between speculative invest- 
ments offering prospects of high returns and safe investments with low but 
secure yields. Or, since falling agricultural rents from the 1880’s somewhat 
impaired the security of the yield on land, we should restate the swing as 
being simply between more risky and less risky investments. 

Contemporaries were aware of this process, though as an aberration 

rather than as a rhythm. ‘To those who have been watching the falling 
market for the last eight or nine years’, wrote an estate agent in 1889, ‘and 
wondering how the British investor could turn aside, even temporarily, 
from the most stable of investments, and be lured, by the fallacious 
expectations of high profits and percentages, into putting his money into 
risky and unsound companies, the increase during the past year will come 
in fulfilment of an oft-disappointed expectation instead of a surprise.”! 
The Estates Gazette, searching for the symptoms of a revival in the land 
market in 1885, scented ‘a readier disposition on the part of the investing 
public to deal in home securities, of which land is, and necessarily must be, 
the most important’. The revival did not come, and at the end of 1892 
it was encouraging itself with the thought that the small investor was 
learning the superior security of bricks and mortar over wild-cat schemes. 
A year later it was still hoping that ‘disenchantment with bubble schemes 
—and the experience of the Balfour swindle—will swing investors back to 
real property, at lower rates of return but higher security’.? In the second 
half of the nineteenth century it happened, of course, that most of the more 
risky investments were foreign stocks and ventures. However, it seems 
probable that the property market was moved not by changes in the 
geographical direction of investment as such, but by changes in security 
preferences. 

The market in land itself was of course subject to its own special influ- 
ences as well as to those which swayed the investment market in general. 
Among these the condition and prospects of agriculture were of greatest 
importance, legislation and fears of legislation affecting the political and 
fiscal position of landlords a secondary but well-publicized factor. Their 
effective operation seems to have been more through the demand for land 
than through the supply of land for sale. ; 


1 W. H. Daw to The Times, 5 Jan. 1889, p. 11. 
2 Estates Gazette, 9 May 1885, p. 160; 7 Jan. 1893, p. 12; 6 Jan. 1894, p. 13. 
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The peak in volume and value of land transfers was reached in the years 
just before the agricultural depression. This led to a dramatic and pro- 
longed contraction in land sales. The recovery in the property market of 
1896-9 was certainly felt in the land section, but continued uncertainty as 
to the future of agricultural land values made the revival in land transfers 
moderate, satisfactory only by comparison with the 20 lean years which 
preceded it.1 Not until the 1900’s was agriculture felt to have adjusted 
itself to its changed situation, and not until 1911-13, under what were 
regarded as exceptional circumstances, was it felt that the volume of land 
sales again approached the level of the seventies. 

Other things being equal, we would expect the depression, with the 
falling rents and falling number of years’ purchase which it brought, to 
have caused a decline in the value of land transfers. In addition the evi- 
dence of the figures and of the annual reports points unmistakably to a 
great drop in the amount of land sold: land was a drug in the market, 
unsaleable, the market was flat and dull and little business was done, the 
wording of the reports in the eighties and early nineties was monotonously 
regular.2 This was in marked contrast to the experience of the post-1815 
agricultural depression. We might expect similar causes, mortgagees 
becoming nervous over their security, and the scissors of fixed charges and 
falling incomes from land, to produce similar effects, a spate of forced sales 
and a flood of land transfers. That they did not do so calls for explanation. 

There was an important difference in the supply of land in the two 
periods, and this was part of the explanation. After 1815 it was the small 
owners, particularly those who had purchased during the war, who were 
vulnerable and were forced to sell out. After 1878 there was no large body 
of recently established small owners to feel the squeeze ; on the whole the 
land was in the hands of larger owners, less liable to distress sales, more 
capable of riding adversity. But this was only a small part of the answer. 
Everyone agreed that after 1878 there was an abundant supply of land 
for sale, as falling rents, mounting arrears, and accumulations of unlettable 
farms made it necessary or urgent for many owners to try to unload not 
entire estates, but parts of estates, on to vhe market. Moreover the 
potentia] supply of land was simultaneously increased by the passing of the 
1882 Settled Land Act; under it, wrote the Duke of Marlborough in 1885, 
‘were there any effective demand for the purchase of land, half the land 


1 Tbid., 2 Jan. 1897, p. 19; 1 Jan. 1898, p. 19; 31 Dec. 1898, pp. 1132-3; 30 Dec. 1899, 
p. 1124. 

* Ibid., 1 Dec. 1879, p. 579; 1 Jan. 1880, p. 5; 8 Jan. 1881, p. 5; 6 Jan. 1883, p. 5; 1 Jan. 
1887, pp. 6-7; 5 Jan. 1889, p. 4; 17 Jan. 1891, p. 56; 7 Jan. 1893, p. 12; 6 Jan. 1894, p. 9; 
5 Jan. 1895, p. 16; The Times, 3 Oct. 1885, p. 10; 14 Oct. 1887, p. 9; The Estates Roll, 
June 1881, p. 1; Trans. Inst. of Surveyors, xiii, 1880/1, pp. 7-8; xvi, 1883/4, pp. 8-9 ; xxii, 
1889/90, pp. 5-7. 
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of England would be in the market tomorrow’.! Reduced land sales were 
the result of a failure in demand, not supply. 

The collapse in the demand for land, and the great difficulties ex- 
perienced in selling it, were caused by alarm and despondency over the 
future of agriculture. ‘Scarcely anyone will venture on purchasing land, 
for it is impossible to know what is looming in the future ; buyers at present 
are afraid of agricultural land; how can it be expected that land will be 
bought for an investment when it appears almost impossible to let farms ; 
capitalists . . . mistrust the security which land offers in present circum- 
stances in‘ England.” Presidential addresses to the Surveyors’ Institution 
told the same tale. The Settled Land Act might be expected to produce 
a stir in the land market ‘as soon as the future conditions of agriculture 
can be more clearly foreseen, and capitalists are in a position to judge what 
returns may confidently be reckoned upon from investments in land. 
Until that is more accurately determined, we shall probably look in vain 
for any great increase in the demand for land, and the market will be filled, 
as at present, with anxious owners, of whose offers to sell no heed is taken 
by capitalists.’ ‘Capitalists will change their resolution not to purchase 
land as soon as they may safely reckon on a given income from land.’ 
‘The foremost cause’ of indisposition to purchase land ‘is doubt whether 
present rents have touched bottom.’* 

After 1815 the demand for land had been maintained: after 1878 it 
was not. The purchasers of the twenties had been mainly the established 
large landowners and new men intent on founding landed families, men 
who took a long view of and placed a high value on family territorial 
ambition, social position, and political influence. They found few imitators 
in the eighties, though the Earl of Derby and others tried to incite people 
to seize the opportunity of amassing large estates on the cheap.‘ In 
explanation it was argued, without much force, that legislation like the 
Ground Game Act of 1881 and the Agricultural Holdings Act of 1883, and 
fears of anti-landlord legislation engendered by political agitation, had 
seriously weakened the attractions of landownership.5 More plausibly it 
could have been argued that the second and third Reform Acts, and the 
Ballot Act, had between them all but removed one of the elements in the 
demand for land, the desire to acquire or consolidate political influence ; 

1 The Times, 3 Oct. 1885, p. 10. 

® Estates Gazette, 1 Jan. 1880, p. 5; 13 Aug. 1881, p. 420; 6 Jan. 1883, p. 5. The Times, 
14 Oct. 1887, p. 9. 

* Trans. Inst. of Surveyors, xvi, 1883/4, pp. 8-9; xvii, 1884/5, p. 14; xxii, 1889/90, pp. 5-7. 

* Land, 13 Jan. 1883, p. 374; The Estates Roll, Nov. 1881, p. 1; Estates Gazette, 23 Aug. 
1884, p. 342; 7 Jan. 1888, pp. 6-7; 3 Jan. 1891, p. 11. S. Cunliffe Lister was one of the in- 
dustrialists who acquired a vast landed estate in the depression. Norton, Trist, and Gilbert to 


The Times, 15 Oct. 1887, p. 10. 
5 Trans. Inst. of Surveyors, xiii, 1880/1, pp. 7-8; xvi, 1883/4, pp. 8-9; 1889/90, pp. 6-7. 


i 











eo © 27% © 2S 


eo ae ae” Fee aa lll lel 











F. M. L. THOMPSON 305 


and that, after 1888, the establishment of county councils had tarnished 
another of the delights of landownership, the exercise of local power. 
Nevertheless, one would have thought that the place of landowners in 
society remained up to 1914 such as to make the position of a cvuntry 
gentleman attractive and desirable, even though it was no longer the almost 
exclusive road to social acceptance it had been in the twenties. 

Some weight must be given to a decline in the political and social ad- 
vantages of landownership in accounting for the weakness of demand for 
land in the eighties and nineties at a time when prices were low compared 
to the level of the previous decades. As much perhaps should be given to 


the possibility that one class who had been purchasers in the earlier de- - 


pression, the established large landowners, were now largely absent from 
the market because they had already reached territorial saturation point 
before 1878. But the chief reason for the contrast in the behaviour of 
demand between the two depressions must be found in the contrast 
between the nature of the depressions themselves. The first depression was 
selective, moderate, accompanied by continuous expansion of output in 
many areas, and hopes for recovery were always reasonable; the later 
depression was general, severe, and even catastrophic in its effects, 
accompanied by continuous contraction of cultivation, and any reasonable 
grounds for expecting a recovery or even a halt in the decline were hard to 
discover. In other words potential purchasers after 1878 were not readily 
convinced that land was really cheap, since subsequent falls in rent could 
easily make low prices into dear prices. 

In time, of course, supply became more or less adjusted to demand, as 
those who would have liked to sell but were not compelled to accept great 
sacrifices ceased to make what were inevitably fruitless offers. In some of 
the later slack seasons it was noted that exceptionally little agricultural 
land was on offer, for this reason.! But when the first modest revival in 
business came, towards the end of the nineties, there was no doubt that it 
was due to an alteration in the conditions of demand, not supply. After 
plunging until the early nineties, rents and prices seemed to have levelled 
out or even recovered slightly, and buyers of land no longer faced the risk 
of making a loss on their purchases.? With the really considerable revival 
in business, however, in the years just before 1914, observers were confident 
that an artificial increase in the supply of land for sale was responsible. 

The 1909 budget, it was argued, while it paralysed all other sections of 
the real estate market by destroying confidence, stimulated the sale of 
land by inducing many large landowners to sell out while the going was good. 
The budget proposals did not impose any new taxation on agricultural 


1 Hetates Gazette, 4 Jan. 1890, p. 10; 3 Jan. 1891, p. 12. 
* Ibid., 2 Jan. 1897, p. 19; 1 Jan. 1898, p. 19. 
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land, but they created an apprehension of future impositions, particularly 
on large landowners, and through the consequential inquiry into land 
values and ownership created the basis for their collection. Moreover, the 
increasingly radical tone of government policy generally brought fears 
of land nationalization to the fore.1 Walter Long said as much, explicitly 
and publicly, when he announced the forthcoming sale of the bulk of his 
Wiltshire estate in 1910; but he was a prominent Conservative politician 
with an interest in showing the, to him, undesirable effects of his opponents’ 
policies.” 

The report of a departmental committee appointed by the Board of 
Agriculture in March 1911, to inquire into the position of tenant farmers 
on changes of ownership, confirmed these opinions to some extent. The 
committee was satisfied that an abnormal number of estates were being 
broken up and sold, and it was said that this was ‘partly due to a feeling 
of apprehension among owners as to the probable course of legislation and 
taxation in regard to land’. At the same time the committee reported 
that there were many other inducements to sell. Many owners found their 
farms were now under-rented, and found it preferable to sell rather than to 
raise rents. Others found that at the prices land was now fetching it was 
advantageous to sell, pay off mortgages, and invest the balance of the 
capital so that their net income was increased. In other cases mortgagees 
who had long been apprehensive that their securities were inadequate and 
unrealizable were taking the first favourable opportunity for realization.® 
In all these motives for selling the attraction of the good price for which 
land could be sold as compared with previous years was the operative 
factor: strong demand, in other words, was bringing forth the supply. 

After 1910, for the first time there was talk of the break-up of estates. 
‘Not for many generations has there been so enormous a dispersal piece- 
meal of landed estate as in 1911 and 1912’, it was reported, ‘and the supply 
of ancestral acres in the provinces is apparently unlimited.’ Long rolls of 
aristocratic sellers were published, and the effects of the dissolution of 
great estates on agriculture were canvassed.‘ The phraseology might with 
some justice have been used of several seasons in the eighties and nineties, 
when the lists of aristocratic owners endeavouring to sell portions of their 
estates were impressive,’ that it was adopted when it was undoubtedly 
owed much to political inspiration. Nevertheless there was a new pheno- 


1 Estates Gazette, 25 Dec. 1909, p. 1031; 17 Dec. 1910, p. 995; 14 Jan. 1911, pp. 60-61; 
16 Dec. 1911, p. 953. The Times, 31 Dec. 1910, p. 4; 30 Dec. 1911, p. 13. 

* Ibid., 24 Sept. 1910, p. 8. 

® Cd. 6030 of 1912; extracts in The Times, 25 Jan. 1912, p. 4. 

* Estates Gazette, 4 Jan. 1913, pp. 14, 20; 3 Jan. 1914, p. 14; 7 Jan. 1911, pp. 12-13. The 
Times, 15 Apr. 1911, p. 10; 25 Jan. 1912, p. 4. 

5 Estates Gazette, 1 Jan. 1887, p. 7; 7 Jan. 1888, pp. 6-7; 4 Jan. 1890, pp. 10-12. 
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menon in the years 1910-14. Howard Frank, of Knight, Frank and Rutley, 
which had become one of the leading firms in the business, could see no 
boom in the land market, only the melancholy and disquieting prospect of 
a large number of the landed aristocracy and gentry feeling obliged to part 
with portions of their ancient possessions. The outstanding feature, 
however, was that these sellers found someone to sell to; this would not 
have been so earlier. 

The great unloading of landed estates did not glut the market, did not 
force prices down, did not lengthen the lists of unsold properties remaining 
on agents’ hands. Prices remained steady or even rose; Howard Frank 
reported of 1911 that ‘very little land offered remains unsold’.? The type 
of demand on which most attention was focused was that of tenant farmers, 
and they clearly purchased their holdings extensively in these years. They 
purchased, some said reluctantly, more truly perhaps against what ought 
to have been their better economic judgement, because competition to 
occupy farms had revived, em; ty farms were increasingly hard to come 
by, and they feared eviction by new owners. , Before about 1908, when 
many owners still had unlet farms involuntarily on their hands, this 
pressure to purchase did not exist. Another new type of demand referred 
to was that of county councils, purchasing to fulfil their responsibilities 
under the Small Holdings Act of 1908, though this cannot have been large 
enough to produce any great effect. Tenant farmers, however, were by 
no means the only purchasers on a large scale; land companies were 
mentioned, and also not a few individuals of the aristocratic and business 
world who were clearly not buying for personal occupation.* It seems 
likely that the same circumstances which brought the tenants into the 
field, an end to difficulties in letting farms, a tendency to rising rents, an 
agricultural revival, also brought out the other categories of purchasers for 
social, residential, or investment purposes. 

Confidence in the prospects of landownership was rising on economic 
grounds just as some landowners lost confidence on political grounds. 
The convenience of thus striking a buoyant market for these reluctant, 
politically induced sales was remarkable. On the whole it seems more 
plausible to suppose that these sellers had long been disposed to sell when 
the moment should be favourable, and that the political developments 
figured in their decisions to sell, if at all, mainly as self-justification for a 


1 Tbid., 17 Dec. 1910, p. 995. 

2 Ibid., 16 Dec. 1911, p. 953; 4 Jan. 1913, p. 14; 3 Jan. 1914, p. 14. The Times, 30 Dec. 
1911, p. 13; 4 Jan. 1913, p. 4. 

3 Estates Gazette, 2 Jan. 1909, p. 24; 17 Dec. 1910, p. 995; 16 Dec. 1911, p. 953. And see 
S. G. Sturmey, ‘Owner-Farming in England and Wales, 1900-50’, Manchester School of 
Economic and Social Studies, xxiii, 1955. 

* Estates Gazette, 4 Jan. 1913, p. 14. 
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course which after all involved a break with deeply held traditions of the 
inviolability of family estates. 


Because demand appears to have been the determining factor in the 
behaviour of the land market in the later nineteenth century it does not 
follow that this had always been so. The years 1874-8, the onset of the 
depression, might well be regarded as the hinge on which a change in the 
form of the land market turned, limited demand replacing limited supply 
as the critical factor. The very high prices of 1865-75 indicate that land 
was then extremely scarce, and it was indeed a sellers’ market. Yet even 
then it seems that more land actually changed hands at these high prices 
than had done at earlier lower prices. So that the insistent demand shown 
by the prices which purchasers were prepared to give did call forth some 
extra supply ; only the supply was less elastic than the demand. Before this 
it seems fairly certain that it was a good demand, meeting the post-war 
supply, which sustained the market in the twenties, and a collapse of 
demand which failed to sustain it in the thirties and forties. 

If the emphasis placed on the demand for land is warranted, certain 
general consequences follow. The foregoing analysis suggests that the 
volume of land transfers fluctuated over fairly long periods around a rather 
low level, that peaks of activity were likely to coincide with peaks of 
activity in building new houses and selling old ones, that they were more 
likely to come in time: »f agricultural prosperity than in times of agricul- 
tural depression. If on the whole it was demand which called the tune, 
and that demand fluctuated broadly with economic conditions and 
expectations, then investment in land occurred as opportunities for it 
seemed attractive, and land changed hands as freely as was consistent with 
the relatively high value put upon it. Whether land might have been more 
effectively mobilized than that is not for the historians to say. 


UNIVERSITY COLLEGE, LONDON. 


a a 








entindaan wed & 








"* 





THE MIDDLE-CLASS CO-OPERATIVE 
RETAILING SOCIETIES IN LONDON, 
1864-19001 


By JULIA HOOD and B. 8. YAMEY 


I 


CoNTEMPORARY accounts suggest that in the middle of the nineteenth 
century middle- and upper-class shoppers in London had to pay a high 
price for the lavish retail services which were then customary. Retailers 
operated on a small scale, and each confined himself to a particular branch 
of trade. The typical West End shop had sufficient salespeople to handle, 
with ease, even the rush of business in peak periods. Long credit was 
given as a matter of course, and, in some branches, traders called fre- 
quently for orders which were then delivered without special charge. 
Douceurs to servants who shopped for their employers added to retailing 
costs and margins. Competition in prices was rare and leisurely, while it ue 
was widely believed that retailers combined against the public and that 
adulteration was common in the food trades.” 

This picture was doubtlessly exaggerated ;* but, in general, retailing 
costs were high, price competition was weak, and customers rarely had an 
effective choice between more and less elaborate and costly methods of 
retailing. Dissatisfaction with the prevailing methods and practices, and 
the scope for more economical and cheaper methods, are exemplified in 
the establishment and rapid growth of middle-class co-operative retailing 
enterprises in London from 1864 onwards. In this article we outline the 
history of the three main societies, which for a few decades dominated com- 
petition in retailing in London and farther afield. They were the first 


1 We wish to thank the Economics Research Division of the London School of Economics 
for research assistance, and Mr. F. Birch for his valuable help. 

2 See, for example, articles in The Saturday Review, 7 Mar. 1868 and 1 Aug. 1874; Jeremiah 
Head, Retail Traders and Co-operative Stores (1872); and A Civil Servant, London Tradesmen 
and Co-operation (1873). 

® For example, haggling was still practised, giving rise to a form of price competition, but 
& costly one in terms of the use of labour in retailing. Again, in bookselling there had been 
periods of severe price competition ; a particular instance of this, and its repercussions, are 
os briefly in B. S. Yamey, ‘Trade Conspiracies: An Historical Footnote’, Modern Law 

eview, Mar. 1954. 

we Our main sources of information are: journals of civil service opinion, mainly The 
Civilian and The Civil Service Review; The Army and Navy Gazette; The Times; financial 
weeklies ; some quarterly and monthly reviews ; retail trade journals ; Report on Co-operative 
Stores, No. 344 of 1879 (referred to hereafter as Report) ; anumber of pamphlets ; the published 
rules of the three societies, and their catalogues and price lists. (We are grateful to the 
Secretary of the Army and Navy Stores for allowing us to consult his firm’s collection of 
catalogues issued in the nineteenth century.) 

It is a defect of our sources that from them little can be discovered about the people who 
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(or at least among the first) large-scale retailing undertakings in England, 
and they promoted the practices of cash trading, of working on low 
margins, of marking prices uniform to all customers, and of disregarding 
the traditional divisions between the various branches of retailing. 


II 


The first of the middle-class societies had very humble origins. In the 
winter of 1864 a few clerks in the General Post Office clubbed together 
to buy half a chest of tea, which they divided amongst themselves, 
allegedly saving 9d. a Ib. and being assured of its quality. This initial 
success led them to extend their operations to coffee, sugar, and other 
groceries, and in January 1865 they formed the Post Office Supply Associa- 
tion.2 The committee members were unpaid, and the postal authorities 
allowed them to use the cellar for storing and distributing goods and the 
library for committee meetings; but a small subscription soon became 
necessary to defray expenses. Originally there were forty members, but 
business was increased by allowing ‘friends’ of these members to become 
customers of the Association by buying 6d. tickets; after six months the 
society had over 700 ticket-holding friends. Goods not handled by the 
Association were obtainable from traders co-operating with the Associa- 
tion :* a price list was prepared to protect customers against any imposition 
by these affiliated traders. 

The Association progressed despite the inconvenience to shoppers of 
its methods. Applications for membership were made by many civil ser- 
vants outside the Post Office ; in April 1865 membership was thrown open 


were active in directing these large enterprises. But they nevertheless make it possible to 
establish the main events in their history, changes in policy, and their impact on retailing 
in general. 

1 It would be wrong to claim that the middle-class societies were the first to introduce 
any of these practices. According to an essay in The Spectator in 1712, a London merchant, 
John Moreton, had avoided ‘the Hazards of giving Credit’ and, by ‘affixing the Value of 
each Piece itself’, also ‘the most infamous Guilt of Bartering’, saving so much that ‘Sixteen 
will do as much as Twenty Shillings’. (See T. Ueda, ‘Saikaku’s ‘Economic Man”’, Annals 
of the Hitotsubashi Academy, October 1956, p. 23.) By the end of the eighteenth century 
‘the habit of setting a price-ticket on goods was extending’. (T. 8. Ashton, An Economic 
History of England: The Eighteenth Contury, 1955, p. 70.) In Dublin in the first half of the 
nineteenth century there had been four ‘marts’, which had cut across trade demarcations, 
sold for cash at low, fixed prices, and operated on a large scale. (W. N. Hancock, Is the 
Competition between Large and Small Shops Injurious to the Community?, 1851.) 

The working-class co-operatives also sold for cash only. They may have influenced the 
middle-class co-operatives, though in several respects their methods were different. 

2 A letter in The Times (10 Feb. 1868) suggests that another society, The Benkers’ Clerks’ 
Stores, may have been the first in the field, in 1862. We have not discovered any other 
reference to this society. 

3 By the end of 1865 the Civil Service Supply Association, as it had then become, had 
fifty affiliated traders supplying jewellery, pianos, cigars, crinolines, chandeliers, and photo- 
graphs. At this date the society itself supplied mainly groceries, ale and stout, and eau-de- 
cologne. 
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to all civil servants, and the name of the association was changed to the 
Civil Service Supply Association (C.S.S.A.). At first it had premises in the 
East Central district of London, and later also in the West End. 

The object of this society’ was to supply ‘Officers of the Civil Service 
and their Friends . . . at the lowest possible prices’.? Its initial capital 
came from the issue of non-interest-bearing shares.* Only civil service 
officers could buy these shares; at first (until 1874) there was no limit to 
the number which could be issued, but each member could hold only one 
share. A member had the right to deal at the shops of the society and of 
affiliated traders, and to attend and vote at meetings.* Certain other 
persons were eligible to become ordinary customers only: at the discretion 
of the management civil service officers who did not desire the full privi- 
leges of membership, and friends introduced by any civil service officer, 
could become customers on the purchase of annual tickets of 2s. 6d. and 
5s., respectively.’ The society was directed by a committee of manage- 
ment of fifteen elected members who were at first paid according to the 
funds available.® 

Two other important London societies were founded soon after the 
C.S.8.A. The Civil Service Co-operative Society Ltd. (C.S.C.S.) was 
registered as a limited company in April 1866, and opened its shop in the 
Haymarket.’ Its capital consisted of 1,000 £5 shares bearing a maximum 
of 5 per cent. interest. There was no limit on the individual shareholdings 
of its civil service members, but each shareholder had only one vote. 
Again its elected directors were civil servants, and at first they were 
unpaid.® At its inception ticket-holding by non-members also was limited 

1 The middle-class co-operative associations are henceforth referred to as ‘societies’ and 
their establishments as ‘shops’, though both were often referred to as ‘stores’; the latter 
term later came to be used to refer to department stores generally. 

* Similar words appear in the rules of the two other major societies. 

% These £1 shares were payable in 2s. 6d. instalments, and in fact only 10s. was called. 

4 From an early date he was also given preferential treatment in respect of delivery 
c. . 
5 A tradition soon evolved to restrict the categories of ‘friends’ worthy of acceptance; in 
1868 these included members of Parliament, peers, menabery of the clerical and legal pro- 
fessions, and service officers. 

* In 1879 the chairman of the committee was clerk in the hcalions of the Accountant 
General of the Navy; the committee members included two principal clerks, a deputy 
principal, three first-class clerks, and the Queen’s Warehouse Keeper and Receiver of 
Wrecks for the Port of London. 

7 The early formation of a second civil service society can be ascribed partly to the need 
for a West End store for civil servants. The C.S.S.A. did not open its West End branch 
until Apr. 1867. There may also have been dissatisfaction with the C.S.S.A. because it paid 
no interest on share capital. 

* In 1879 the committee of management included the Director General, Store Depart- 
ment, Office of Secretary of State for India; three principal clerks ; the Governor of Penton- 
ville Prison ; and the late Collector and Chief Registrar of Shipping, Customs. The honorary 
directors included the late Comptroller General of Her Majesty’s Customs, a late Member of 
Council for India, and the statistician Dr. William Farr, Superintendent of Statistics, 
Registrar Genzral’s Office. 
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to civil servants, but very soon its 2s. 6d. annuai tickets were available 
also to peers, members of Parliainent, justices of the peace, army and 
naval officers, and clergymen. 

The third important London society was the Army and Navy Co- 
operative Society Ltd. (A. & N.), which began trading in Victoria Street 
in 1872. Its initial capital consisted of 15,000 £1 shares, and membership 
was open to army and naval officers, their widows, non-commissioned 
officers, petty officers, the secretaries of services clubs, and canteen and 
mess representatives. In addition annual tickets were issued at the dis- 
cretion of the management (at 5s. for the first year and 2s. 6d. upon 
renewal) to those otherwise eligible to become shareholders, and to other 
persons introduced by shareholders or by those eligible to become share- 
holders. The articles of association did not specify any limit to the return 
on share capital, though in fact interest was limited to 5 per cent. for many 
years. 

In all three societies many of the shareholders were men of wide experi- 
ence and high professional standing. They were competent—or thought 
they were competent—to judge business affairs and to talk on terms of 
equality with the elected management committee. They were articulate, 
and, as customers of the societies, they were interested in the details and 
_ results of business policies.2 In consequence management committees 
were forced to justify the policies and defend the trading results at frequent 
ordinary meetings, and at special meetings called at the request of groups 
of members with grievances. Meetings were often long and noisy, and 
sometimes disorderly. Nevertheless, on the whole management com- 
mittees seem to have been able to pursue the policies which seemed to 
them desirable. But there were times when shareholders refused to allow 
the management to act on purely business considerations, and the high 
degree of democratic control must often have been irksome to the manage- 
ment. 


III 


The societies offered shoppers a new combination of low prices and 
reduced service. Many of the customary services were much reduced or 


1 In 1879 the society had eight directors—an admiral, two generals, a major-general, 
@ rear-admiral, a major, and two captains, all of them retired. 

2 At meetings there often were detailed comparisons by shareholders of relative prices 
and qualities in the shops of the main societies. Shareholders wrote letters to the press 
complaining, for example, that bacon was up to 14d. a pound dearer at the C.S.S.A. than 
at the A. & N. 

3 For instance, in 1879 A. & N. shareholders defeated a move to increase share capital 
to enable, inter alia, the premises to be extended. The resulting lack of space forced the 
society to restrict the issue of new annual tickets for a period. It also led to the formation 
of a rival society, the Junior Army and Navy Stores (see p. 316, n. 2). 
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eliminated altogether. Thus no credit was given: cash trading eliminated 
the risk of bad debts and simplified accounting. The societies also accepted 
deposits from customers against future orders. The strong liquid position 
of the societies, strengthened by receipts from the sale of tickets and the 
undistributed profits which they soon accumulated, enabled them to buy 
for cash on favourable terms and to command the attention of the most 
advantageous sources of supply. 

Cash prices for goods kept in stock in the shops were published in price 
lists which were issued free up to four times a year, and which fixed the 
prices of most articles for the current period.? Prices were known and 
uniform to all buyers ; there was no haggling or suspicion of discrimination. 
The lists also set a standard by which the prices of other tradesmen could 
be judged. Some goods were sold only in fairly large minimum quantities, 
which accounted in part for the relatively low prices. Other goods were 
subject to discounts off the list price when large quantities were taken.* 

The C.8.8.A. did not at first carry stocks of all merchandise on offer, 
and in the early years groceries made up the bulk of the stock-in-trade. 
Patterns only were kept in some departments, and certain articles were 
obtained for customers if they gave full details of what was wanted.5 
Some traders, appointed by the society, were given space in its premises to 
sell their merchandise to members.* These arrangements reduced the 
capital required to support a given volume of business ; and some of them 
also reduced the convenience of shopping. 

Inside the civil service shops the customer had to bestir himself with 
little assistance from the employees. He consulted the price list and filled 
in the department’s invoice with details of his requirements and their 
prices—he made out his own bill.? He then went to the cashier’s office to 
pay and to have his invoice receipted. Armed with his receipt he made his 
way to the counter, where he often queued for some time until his order 
was assembled. He then took the goods away from the counter and home 


1 This was done despite the fact that the societies set out to cater for members of the 
middle and upper classes. 

* Prices were altered more frequently when market conditions changed as in the case of 
tea. Where the market was known to be subject to great fluctuations, no price was quoted 
in the list. 

3 In 1866 the C.S.S.A. sold cigars in boxes of not less than 25; lemonade, sherryade, 
ginger beer, &c., were sold in lots of 2-dozen bottles ; and 2d. packets of goods such as baking 
powder or black lead were sold in dozens, for about half the prices suggested by their manu- 
facturers. 

4 The C.S.S.A. list in 1866 announced that tea selling at 2s. 4d. to 3s. 9d. a pound was 
reduced by Id. @ pound if 50 pounds were taken at one time. The first A. & N. list offered 
the same reduction on 20 pounds. 

5 In both the A. & N. and C.S.8S.A. books, magazines, and music were obtained in this 
way and sold at wholesale prices. 

* For example, drugs, fancy goods, stationery, hosiery, linen, and carpets. 

7 In the early years he had to make it out in duplicate to economize on store labour. 
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from the shop. Mail orders, documented in detail and accompanied by 
cash, were delivered if this was asked for ; customers in general had to pay 
an additional delivery charge. 

By contemporary standards shopping in the shops of the societies was 
highly inconvenient during their early decades. As early as 1868 there 
were critics who suggested that the low prices charged by the societies 
were inadequate recompense for the inconvenience involved, and who 
prophesied that the societies would soon have to change their methods. 
But in fact for many years to come customers were content with this new 
mode of trading with or without minor modification. They now knew 
‘what things cost, and what they ought to cost. ... Until then people 
had never known how much they paid for the convenience of supply pro- 
vided in the ordinary way of trade’.? 

Not all goods available through the medium of the societies had to be 
bought in this burdensome manner. There were ‘affiliated traders’ who 
in their own shops supplied shareholders and ticket-holders with goods 
which the societies found too costly or too troublesome to stock. In return 
for the certainty of immediate cash payments and the increase in business 
which might be expected from their connexion with the societies, the 
affiliated traders offered a discount of from 5 to 30 per cent. off their 
regular prices to the privileged customers, who in other respects weré in 
general served in the same manner as their ordinary customers.* In 1866 
the seventy or so traders affiliated to the C.S.S.A. sold a wide variety of 
goods such as wines, tobaccos, baby linen, books, boots and shoes, coal, 
carpets, drapery, milk and butter, meat, pianos, surgical instruments, and 
also many services.* (Societies also had professional men as affiliates, 
including accountants, surgeons, solicitors, architects, surveyors, estate 
agents, and stockbrokers.) But the variety of goods made available through 
affiliated traders became more limited as the societies acquired more 
premises and funds and extended their trade to additional departments.® 


1 In London the charges were at favourable rates due to special arrangements between 
the societies and Carter, Paterson & Co. 

2 The Times, 31 Jan. 1873. 

% The societies helped their members to compute the discounts by including a form of 
ready-reckoner in their price lists. 

A few traders affiliated to the C.8.8.A. transacted business with its members during 
certain hours only, or had special departments for this trade. One firm of hatters did not 
give discounts in its Sackville Street branch. 

Some of the firms listed were then, and are now still, well known: Reeves & Sons, artists’ 
colourmen; Lincoln & Bennett, hatters; Grossmith & Sons, perfumers; J. J. Carreras, 
tobacconist. 

* Other more unusual wares were offered. A teacher of the pianoforte and examiner of 
pianos offered for sale copies of his ‘set of Original and Brilliant Studies for Amateurs in the 
Form of Preludes, and Dedicated to the Civil Service Supply Association’. 

5 From an early date the A. & N. also embarked upon the manufacture of a variety of 
goods. 
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IV 


At first competing retailers were scornful of the business efforts of the 
‘notoriously incapable’ civil servants, but within a year or two they 
became seriously alarmed. Despite the austerity of their services, the 
shops of the societies grew and prospered greatly. In 1868 a leading article 
in The Times suggested that ‘so rapid . . . is the extension of this remark- 
able movement, that it threatens nothing less than a social revolution’. 
A less sober article in The Saturday Review maintained that ‘middle-class 
people . . . are in a white heat of passion against the retailers’. 

The rapid advance of the movement was doubtless a surprise to its civil 
service pioneers. The P.O.S.A. experienced great difficulty and incon- 
venience in catering for its rapidly increasing trade, and it had to move to 
larger accommodation several times. By 1867 its original membership 
of forty had expanded to about 5,000 customers of the C.S.S.A., and the 
next year saw a doubling of this number. By 1879 its annual turnover 
exceeded £1 million, its identifiable customers numbered about 31,800, 
and it had three branches. Up to this date the growth of the C.S.C.S. 
was more gradual but as continuous. The A. & N. was perhaps the most 
strikingly successful. It was launched at a time when the popularity of 
middle-class co-operative retailing had been clearly demonstrated, and in 
its first year its sales exceeded £130,000. By 1879 its turnover just exceeded 
that of the C.S.S.A. and it had more customers. 

The success of the three major societies gave rise to the establishment 
of many others. Some aimed at catering for particular groups who wished 
to acquire benefits similar to those already enjoyed by civil servants and 
members of the services, while others provided goods not supplied (or not 
effectively handled) by the existing societies.2 Many more enterprises 
were launched to take advantage of the supposed prestige of officia:- 








1 - Annual sales of the societies (£000) 
O8S.A. | OS.CS8S. | A. &N. 
1866/7 21 15 
1869/70 345 239 
1872/3 712 394 130 
1875/6 953 470 664 
1878/9 1,475 527 1,528 














? The Army and Navy Auxiliary Co-operative Supply Ltd. was formed in 1880 to supply 
meat, fish, vegetables, forage, furniture, boots and shoes, and the services of a house and 
estate agency. Some A. & N. shareholders had felt that these fields were too risky for the 
A. & N. to enter. The Auxiliary was established with the same board of directors as the 
A. & N., and membership of the societies was largely overlapping. By 1890 a bridge 
connected the two premises ; and in 1919 the A. & N. took over the Auxiliary. It seems that 
the A. & N. had been anxious to co-operate with the Auxiliary because a rival society, the 
Junior Army and Navy Provision Market, had opened in Victoria Street a little while 
earlier ; this society had a short life. 
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sounding titles and of the magic which seemed to attach to words like 
‘supply association’ and ‘co-operative’; most of them failed very soon.! 
Only two of the large number of new London societies proved in the long 
run to be sufficiently important to warrant special mention. They were 
the New Civil Service Co-operation Ltd. (N.C.S.C.) of 1874 and the 
Junior Army and Navy Stores (Junior A. & N.) of 1879, both of which 
were formed by people who were dissatisfied with the methods or policies 
of the established societies.? 

Successful middle-class co-operation was not confined to London. 
The Official Co-operative Society Ltd. was set up in Dublin in 1872, con- 
stituted on the same lines as the principal London societies and designed 
to cater for officials in the public service and other professional mon. 
Edinburgh had its Professional and Civil Service Supply Association which 
arranged reciprocity with the C.8.C.S. There were Household Stores 
Associations in Liverpool and Manchester. 


Vv 


Traders in the East End of London were largely unaffected by the 
growth of the societies and the success of their low price policy, for they 
catered for a different class of trade and had not given lavish services. 
Traders in the West End, however, suffered considerably, as did others 
much farther afield.* In 1879 a Cambridge trader pointed out that ‘we 
have a very strong competition; we are only 50 miles from London’.‘ 
An Irish trader felt that in Ireland generally competition from the London 
societies was more serious than competition from the Dublin society.5 

As soon as the movement had shown its strength, traders were advised 
from all sides to fight the societies with their own weapons. Many traders 
gradually followed this advice, and retail trading methods and price 
policies were changed drastically. The most obvious and immediate 


1 In our investigations we found references to over eighty retailing organizations, the 
names of which included words such as ‘civil service’, ‘crown’, ‘army and navy’, ‘services’, 
‘co-operative’, or ‘supply association’, or which in some other way suggested similarity 
with the successful innovators. The dates of the establishment of these societies were 
bunched in three periods, 1868-73, 1879-80, and 1890; The Statist referred to the last wave 
as the ‘co-operative mania’. 

2 The Junior A. & N. was established in Regent Street in 1879 after the A. & N. share- 
holders had refused to sanction an increase in share capital. It aimed, inter alia, at satisfying 
the needs of many members of the armed services who were unable to buy shares in the 
A. & N. 

The formation of the N.C.S.C. was directly attributable to changes in the rules of the 
C.8.8.A. regarding the number of shareholders and the rewards to capital ; see p. 320, n. 1. 

3 The voluminous catalogues produced a large mail-order trade; and the A. & N. estab- 
lished depots and agencies in some provincial towns. 

The societies also worked up an export trade through agencies in various European coun- 
tries, and the A. & N. had depots in India. 

4 Report, Q. 3710. 5 Report, QQ. 4381 and 4417. 
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effect of competition from the societies was on the general level of retail 
profit margins and prices. The low prices charged by the societies and 
affiliated traders forced increasing numbers of private retailers to lower 
their prices to keep their trade together, and to change their methods to 
make this possible. It seems that by about 1880 this effect was widespread. 

Those who wished to match the low prices charged by the societies were 
more or less obliged to follow their method of cash trading ; if they wanted 
to sell on credit to some of their customers they had to charge them 
specifically to defray the extra cost of the financial accommodation. A few 
traders had previously bought and sold for cash only ; but very many more 
introduced cash discounts after competition from the societies had made 
itself felt, and cash trading was greatly encouraged. The practice of giving 
douceurs to servants also was dying by the end of the 1870’s. In short, 
to quote a statement made in i879 by one of their competitors, the societies 
had ‘done more to set tradesmen thinking about the real principles of 
business than anything else which has been done during the last quarter 
of a century ’.? 

The societies played a large part in bringing about other changes which 
have generally been credited to the ordinary department stores (that is, 
stores not organized on co-operative lines). It is probable that their shops 
were the first major department stores in England. The C.S.S.A. had 
concentrated mainly on the sale of groceries during its first few months; 
but other departments were soon opened, and in 1870 one could buy at its 
shop ‘anything from a blotting-pad to a bicycle or a billiard table—from 
ginger beer to carte blanche champagne’.* Intrusion by a retailer into the 
preserves of other trades on such a scale was not common at this time. 
‘Before the operation of the store system you were looked upon as a very 
selfish person if you embarked in a branch of trade not particularly belong- 
ing to your own.”* The societies were also early in having marked prices, 
uniform for all customers: the publication of price lists alone made this 


1 The low level of gross margins is illustrated by the following statistics of gross margins 
expressed as a percentage of sales: 








CSSA. | CSCS. | A &N. 
1867/8 8-4 10-8 
1869/70 11-2 9-4 
1872/3 86 9:3 
1875/6 9-2 10-4 8-3 
1878/9 10-3 10-8 7-5 














Low prices were most obvious in the sale of proprietary goods, the selling prices of which 
were suggested by manufacturers and undercut by the societies. 

2 Report, Q. 3553. 

8 The Civilian, 19 Feb. 1870. By 1881 the grocery department accounted for less than 
half the sales volume. 

4 Evidence by C. D. Harrod, son of the founder of the shop of the same name, Report, 
Q. 3264. 
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inevitable. Again, customers were free to stroll about the shop—in so far 
as space allowed such leisurely progression—without obligation to buy. 
Thus most of the attractions of department store shopping in, say, the 
1890’s, had been offered by the shops of the societies at an early date. 
The major difference was the meagreness of shopping services to customers 
(apart from that of the availability of a wide range of goods and of services 
such as clock-repairing) in the early decades of the societies. But the 
contrast should not be over-stated ; for several of the ordinary department 
stores originally provided only limited services, and, as is shown in 
section VIII, by the end of the century the societies had followed the 
department stores in extending their retailing services to customers.! 


VI 


Many of the hard-hit competitors of the societies were anxious to 
eliminate the societies, and several attempts were made to contain their 
activities and reduce the impact of their competition by political and other 
coercive action. The detailed story of these largely fruitless efforts must 
await another occasion. Organized retailers attempted to induce manu- 
facturers and wholesalers to boycott the societies; but in the long run 
these efforts misfired. The net result of this action was to force the societies 
to increase their business by admitting many more ticket-holders—in spite 


1 Three major department stores were in origin roughly contemporary with the societies— 
Harrod’s, Whiteley’s, and Shoolbred’s. 

It is quite clear that the expansion of Harrod’s from a grocery shop to a department store 
occurred in emulation of the model of the civil service stores, in particular the C.S.C.S. 
(Report, pp. 158 and 159). Following their example, C. D. Harrod branched out into per- 
fumes, patent medicines, and stationery in 1868. He had always sold for cash and avoided 
douceurs. But he now issued a price list and followed co-operative pricing policies; in 
particular he sold proprietary articles below the manufacturers’ list prices and he used the 
slogan ‘co-operative prices’ in his advertisements. 

Whiteley’s, founded in 1863, was perhaps even more famous than Harrod’s as a depart- 
ment store in the nineteenth century. But though this store had a large number of depart- 
ments in the iate 1860's, its expansion to fields other than those closely connected with 
drapery followed that of the civil service societies. The yearly Diary and Almanacs issued by 
Whiteley’s from 1877 give evidence of the strong competition and spirit of emulation 
between the societies and this store. They contain several references to comparisons between 
its prices and those of the societies. 

Shoolbred’s were said to have been considering the policy of branching out from drapery 
to other fields in the middle of the nineteenth century ; but it seems that their expansion 
into groceries, for example, was induced by the successful invasion of the drapery trade by 
the societies. 

Data on the turnover of the ordinary department stores are scanty. In 1891 Harrod’s sales 
were just over £} million; at this time the annual turnover of the A. & N. was about £23 
million, the C.8.8.A.’s well over £14 million, and the C.8.C.S.’s and Junior A. & N.’s about 
£4 million. For the year 1898, by which date the A. & N.’s sales were exceeding £3 million 
per annum, Whiteley’s turnover was stated to be just over £2 million. Though the A. & N. 
was almost certainly the largest department store (in terms of sales) in Britain by the turn 
of the century, its turnover nevertheless was far below that of two stores in Paris, Au Bon 
Marché (over £7 million in 1898) and Louvre (about £6 million in 1898). (The data for White- 
ley’s and the French stores are from Gravell, Zum Kampfe gegen die Waarenhduser, 1899, 
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of the opposition of many of their shareholders who wished to preserve 
the co-operative nature of their enterprise—so that no supplier could 
afford to forgo their cash orders. Similarly, the long history of political 
action produced little positive result. The government was unwilling to 
interfere with the working of competition or with the right of civil servants 
to form trading societies, provided this did not interfere with the per- 
formance of their official duties. The inquiry by a committee of the House 
of Commons in 1879, the climax of the political agitation, merely gave the 
societies excellent free publicity. 


VII 


The success of the middle-class co-operatives not only influenced retail- 
ing methods generally, but also brought about major changes in the internal 
financial arrangements of the societies. 

The societies had set out to sell goods at the lowest practicable prices. 
No provision had been made for the disposal of any profits which might 
arise ;? and such profits did arise. It was quite impossible to price goods 
with such precision that selling prices covered only wholesale costs and 
the expenses of retailing ; and normal commercial prudence and the risk of 
falling markets dictated that the unavoidable margin between outlays 
and receipts should be on the right side.* Again, in periods of rising prices 
it was unwise to sell at prices based on the earlier wholesale levels; this 
would lead to a rapid depletion of stocks, aggravated by the purchases of 
rival retailers.‘ Finally, even though gross margins were low, the rapid 
expansion of sales which resulted from low prices, coupled with a very 
high rate of turnover, reduced expense ratios still further and thus led to 


the accumulation of large profits.5 
The societies could have distributed these profits to their customers in 


the form of periodic rebates on purchases, as was done in the working-class 


1 One minor result of the inquiry was that the C.S.S.A. altered the times of its committee 
meetings so that there should be no suspicion that they took place in office hours. 

The agitation which continued until the 1890’s does appear to have contributed towards 
some stiffening of official policy on the right of civil servants to participate in the direction of 
business enterprises. Following the Report of the Royal Commission set up in 1886, a 
Treasury minute prohibited acceptance of new directorships by civil servants; but this did 
not appear to affect existing directorships. 

2 In the C.S.S.A. an unspecified portion of profits was to be used as a rent guarantey 
fund, the residue to be used to reduce prices in the next period. 

% At times the societies also feared that political and similar opposition from private 
retailers would increase if past profits were subsequently used to reduce prices too drastically. 

« In 1870 the C.S.S.A. held down champagne prices to correspond to the prices at which 
it had bought its stocks. On a rising market this led to a rapid reduction of stocks, acceler- 
ated because competing dealers succeeded in buying from the C.S.S.A. 

5 In the C.S.C.S. these amounted to £75,000 in 1878; in the A. & N. they amounted to 
£91,313 in 1880, although by then its interest-bearing capital had been increased fourfold ; 
in the C.S.8.A. accumulated profits exceeded £90,000 by 1874. 
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co-operatives ; but this practice was not adopted. According to the original 
rules of the two civil service societies these large surpluses could not be 
distributed directly to shareholders as a return on their investment, and 
in the case of the A. & N. they were not at first used in this manner. 
Many shareholders naturally came to regard themselves as being entitled, 
as owners, to these accumulations of profits, and sought to amend the 
rules to give effect to their claims.1 We cannot trace here the steps by 
which the three co-operative societies became ordinary joint-stock com- 
panies and lost their co-operative character. In each case measures were 
taken so that the accumulated profits from past trading were retained in 
the enterprise, as part of the share capital, while members (not ticket- 
holders) were gradually given rights to share in current profits, and eventu- 
ally the rights of equity shareholders in an ordinary company. 

The societies also widened the range from which their shareholders 
could be drawn, doubtless in order to improve the market for the shares. 
In the two civil service societies shareholding was extended from civil 
servants, first to relatives of civil servants and then to other servants of 
the State, of corporations and of municipal authorities. In 1927, when the 
C.S.8.A. became a public company, only half its shares were in the hands 
of civil servants. The A. & N. admitted exalted officers of the realm in 
1888, and in 1904 The Times related that the privilege of membership had 
been extended to certain other ‘groups comprising the flower of official 
life’. All restrictions were removed when a stock exchange quotation for 
its shares was sought in 1914. 

With profit-sharing rights given to shareholders, and with the drift 
away from the original idea of co-operative trading, ticket-holders (that 
is, customers who were not shareholders) could no longer rely on their 
shareholding fellow customers, who were in control of the societies, to look 
after their interests as directly as before. However, any weakening of their 
position was amply made good by the increasing competition in retail 
markets generally, which gave them all the protection they may have 

1 Not all shareholders of the C.S.S.A. were in favour of strengthening their position. 
Some shared with the management the feeling that the shareholders should not be placed 
in a better position than the ticket-holders in the disposal of the profits which accrued from 
their joint enterprise. It was often recalled that the influx of a large number of ticket- 
holders had made it easier for the society to break through the boycott atterapted by 
organized retailer opponents, and that many civil servants became shareholders only after 
the success of the C.S.8.A. had become an established fact. But after 1874 these sentiments 
were not strong enough to resist the demand for change. 

In 1874 the C.S.8.A. took the first steps in the process of transforming its shareholders 
into shareholders with full proprietary rights. Half the members of the C.S.8.A.’s com- 
mittee of management resigned in protest, and were instrumental in the formation of the 
New Civil Service Co-operation Ltd., which was to represent the ‘true spirit of co-operation’. 
The N.C.S.C. had an uncertain start ; a brief period of prosperity followed a reconstruction, 


but business slumped again, and the society was eventually taken over by the C.S.S.A. in 
1906. 
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wanted. A fair number of people held tickets in more than one society, 
and could exercise indirect control by giving their custom to the society 
which best served their needs—or to an ordinary shop or store. In fact, 
the societies did not depart from their former price policies; and the two 
largest were frequently named as price-cutters by the organizers of resale 
price maintenance in the two decades preceding the First World War. 


Vill 


By the 1880’s the three main London societies were facing sterner 
competition from some of the imitation co-operative societies and from 
department stores and other retailers who had adopted some or all of their 
methods. The intensified competition was particularly acute because most 
of their rivals had the advantage tnat anyone could come into their shops 
without payment of a subscription ; moreover, some of them gave better 
service than the societies. Competition between the three societies them- 
selves also became more intense ; they were serving substantially the same 
general body of consumers. The societies reacted to the new situation 
largely by improving their services to their customers and by following 
certain of the practices of successful competitors. 

The gross margins of the societies increased steadily after 1880, although 
they remained low.! It was a consequence partly of the expansion of their 
business to include goods which entailed greater expense or allowed higher 
gross margins, and partly of the improvement of services generally, giving 
customers more space and amenities and better attention.? The granting 
of credit began in the 1890’s, some years after Whiteley’s and Harrod’s had 
departed from the policy of selling for cash only. But to a large extent the 
increase in gross margins was the result of extending delivery services 
without separate charge, or at separate charges below cost. From an early 
date limited free delivery had been given as a privilege to shareholders. 
But after 1879 competition from newer societies who used ‘free’ delivery 
as @ major attraction was becoming more severe, and the main societies 
followed suit or reduced delivery charges in the search for business. 








1 Gross margins as a percentage of sales 
C.S.S.A. CSCS. A.&N. 
1880 9-6 9-6 7:3 
1885 10-5 12-2 9-2 
1890 11-0 14:3 10-5 
1895 11-8 14-7 12-1 
1900 12:3 15-0 14-1 
1905 13-1 14-6 14-9 














2 Staff was increased, ordering by telephone was introduced by the A. & N. in 1896, the 
two civil service societies sent out goods on approval by 1900, and a variety of services were 
offered free or at a nominal charge. 
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Indeed, by the turn of the century the societies had gradually discontinued 
the austere trading methods which had met with such success at their 
inception. But there were many other traders at this date able to cater for 
customers who preferred to save money by forgoing some retail services. 

The societies as retailing enterprises were at a disadvantage because 
their original rules allowed only shareholders and privileged ticket-holders 
to deal at their shops, thus limiting their clientele. When competition 
became severe, the relevant regulations of the three main societies were 
progressively relaxed ; additional classes of people were allowed to become 
ticket-holders, and subscription fees were reduced and finally abolished.* 
The C.S.C.S. abolished tickets in 1919, and the C.S.S.A. in 1927 when it 
became a public company. In the A. & N. restriction of customers was 
retained until the outbreak of the Second World War, although from 1922 
all tickets had been issued free to acceptable customers. The two stores 
(the C.S.C.S. was wound up in 1931) had then to explain to the general 
public that their doors were open to all. All co-operative characteristics 
had been eliminated in consequence partly of the success of their earlier 
’ methods, and partly of the increasing competition which owed so much to 
their own pioneering steps. 


2 Both Whiteley’s and Harrod’s made much of the fact that their stores were open to all 
without charge. 
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A NOTE ON ECONOMIC DEVELOPMENT WITH 
SUBSISTENCE AGRICULTURE! 


By G. 0. GUTMAN 


Tuts note deals with a restricted aspect of the question, ‘What should be 
the relationship between the growth of the agricultural and non-agricul- 
tural sectors of a developing economy ?”? 

It will be argued that in certain underdeveloped economies where agri- 
cultural labour rewards are related to average rather than marginal product 
the key to accelerated economic development is provided by an increase 
in non-agricultural’ productivity. Policies aimed at lifting production in 
the agricultural sector are in this setting unlikely to foster self-sustaining 
economic growth and may even frustrate it. 

It is widely accepted that the economic development of poor countries 
which are predominantly agricultural producers involves that labour 
should, sooner or later, be transferred out of the agricultural sector into 
non-agricultural employment.* 

But how is the transfer to come about? It is often argued that a rise in 
agricultural productivity has a crucial part to play in this process and the 
view has indeed been advanced that such a rise is a necessary pre-condition 


1 The writer gratefully acknowledges his indebtedness for helpful comment and sugges- 
tions, on an earlier draft of this note, to Dr. T. Balogh, Sir G. D. A. McDougall, Mr. J. Black, 
and Mr. R. G. B. Arnott. Any remaining faults are, of course, entirely his own. 

2 It is sometimes suggested that the correct balance between the sectors of a developing 
economy may be struck by expanding each industry proportionately to the community’s 
income elasticity of demand for its product. (Cf.,e.g., W. A. Lewis, The Theory of Economic 
Growth, London, 1955, p. 278.) A discussion of this line of approach is beyond the scope of 
this note, but a few reasons may be given why these propensities do not, in the writer’s view, 
appear to provide sufficient criteria for formulating development plans: 

(a) Production functions (i.e. supply elasticities) as well as demand elasticities have to be 

taken into consideration. 

(6) The propensities may tell us how a given current income will be spent but not how 
future income can be maximized. They provide no basis for allocating income between 
consumption and investment. 

(c) The propensities are not independent of the size, distribution, and rate of change of 
income and these parameters in turn are affected by the proportion in which different 
sectors are expanded. Different patterns of development will produce different pro- 


pensities. 
3 In what follows the terms ‘non-agricultural’ and ‘industrial’ are used synonymously. 
* Cf.,e.g., Colin Clark, Conditions of E ic Progress, 2nd ed. (London, 1951), pp. 395 ff. ; 





P. Rosenstein-Rodan, ‘The Industrialization of South-Eastern Europe’, H.J., 1943; 
K. Mandelbaum, The Industrialization of Backward Areas, 2nd ed. (1955); H. W. Singer, 
‘The Mechanics of Economic Development’, Indian Ec. Rev., Aug. 1952; ‘The Economic 
Development of Ceylon’, Report of a Mission Organized by the International Bank for Recon- 
struction (Johns Hopkins Press), p. 109; Hollis B. Chenery, ‘The Role of Industrialization in 
Development Programmes’, Am. Ec. Rev., May 1955. 

Exceptions to this rule might, indeed, exist in the case of countries whose resources give 
them a comparative advantage in the production of some agricultural or mineral com- 
modities ; the most prosperous exporters of primary products, however, employ substantial 
proportions of their population in manufacturing industries. 
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of economic growth, at least in the less densely settled underdeveloped 
countries.? 

It is this latter line of argument—assigning the keynote in economic 
development to the agricultural sector—which is to be critically considered 
in this note ; and an attempt will be made to show that under certain condi- 
tions, not uncommon in the under-developed world, this emphasis on agricul- 
tural (instead of industrial) development may affect the distribution of the 
labour force and of incomes in a manner which is likely to hinder rather 
than help economic growth. 

The argument to be criticized appears to proceed in four stages some- 
what along the following lines :? 


1. Agriculture in poor countries is backward and the backlog of technological 
improvements is large. Thus comparatively modest doses of capital investment may 
produce spectacular additions to the production of the agricultural sector. This is 
likely to be true especially if the investment takes the form of improved varieties of 
seed, of (inexpensive) methods of pest control, more and better fertilizers, storage 
facilities, &c. Productivity per man and/or acre may thus be raised, and because of 
the predominant size of the agricultural sector the national product will rise in almost 
the same proportion as the agricultural. 

2. The impetus given by this rise in income to economic development will partly 
depend on how this increase is divided between consumption and investment. Taking 
the case of a closed economy one can then say, arguing along familiar lines, that the 
distribution of this addition to national income will depend in the first instance on 
the elasticities of demand of agricultural and industrial workers for the output of 
agriculture and industry respectively and on the elasticities of supply in ‘hese 
sectors. It is certain at any rate that, because the agricultural sector is relatively so 
large, a small relative rise in agricultural output will result in a much larger relative 
rise in the supplies of agricultural produce to the industrial sector. This again (still 
neglecting the possibility of agricultural exports) is likely to turn the terms of ex- 
change against agricultural and in favour of industrial producers. 

3. It is likely, therefore, continuing this line of argument, that industrial real 
wages will rise rather more than agricultural.* Industrial capitalists will benefit from 
this development in two ways. Firstly, the rise in real wages of industrial workers 


1 Cf. R. Nurkse, Problems of Capital Formation in Underdeveloped Countries (Oxford, 
1953), p. 53; Measures for the Economic Development of Underdeveloped Countries, U.N., May 
1953, p. 59; W. A. Lewis, Theory of Economic Growth (London, 1955), p. 334. 

* It is difficult to find in the extensive literature on economic development a full state- 
ment of the reasoning behind this proposition. The following quotations, however, indicate 
the line of argument: 

‘Through an increase in agricultural productivity a sparsely populated country while 
maintaining or increasing its food output can get a large supply of manpower released from 
agriculture and made available for capital formation.’ Nurkse, op. cit., p. 53. 

‘Ever-increasing productivity in agriculture affects manufacturing favourably in two 
ways. First, as the farmer’s production grows, he has an ever-increasing surplus to offer in 
exchange for manufactures; ever-increasing productivity in agriculture means an ever- 
increasing market for manufactures. And secondly, as productivity grows, and the pro- 
portion of the population required in food production falls, labour becomes available for 
manufacturing industry.” W. A. Lewis, Report on Industrialization and the Gold Coast 
(Accra, 1953). 

% This result though likely is not certain. The conditions which have to be satisfied for the 
result to occur are more fully discussed in a further footnote below and in Mr. Black’s 


appendix. 
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may enable them to depress somewhat the current level of money wages, thereby 
lowering costs and raising profits, and secondly, the increase in effective demand will 
make it possible to expand production and/or advance prices. 

4. Moreover (to pursue the argument still farther), the widening in the gap between 
agricultural and industrial workers’ incomes will set up or speed up a flow of labour 
from the farms to the factory ; this will tend to prevent any further rise in industrial 
wages and at the same time provide the labour force needed for the expansion of 
industrial production. The combined effect of the development as sketched out will 
be a rise in the marginal efficiency of capital in industry. Not only profits but also 
the incentive to invest will be raised, and in this way the initial impetus will be trans- 
formed into a cumulative process. 


So the argument appears to run. The chain of events envisaged by this 
whole line of reasoning depends, however, entirely on the initial assump- 
tion that the agricultural sector is sufficiently commercialized to respond 
to the usual economic incentives. Where agriculture is largely carried on 
for subsistence this assumption may not hold and the above results will not 
follow. Indeed, circumstances may arise where an initial increase in agri- 
cultural production not only fails to generate self-sustaining economic 
development but may be inimical to it. 

Take a case where the bulk of the working population are engaged in 
subsistence agriculture, consuming the major part of what they produce 
and exchanging the remainder for industrial goods. 

Agricultural economies of that type will often be based on a family or 
tribal system of agriculture. Concealed unemployment or under-employ- 
ment may be widespread and the marginal productivity of labour at or 
close to zero level. The remuneration of the family or tribal farm worker 
will not be related to his marginal value product but will correspond 
roughly to the average product of the group. 

The actual real wage is unlikely to be much above subsistence level. 
When it threatens to fall below that level some of the group will presum- 
ably be forced off the farm or tribal reserve, but to the extent that anything 
is being maximized it is likely to be not so much average income as the 
number of family or tribal members that can be maintained at subsistence 
level. 

In this situation, if there occurs a sudden rise in productivity the first 
effect will be an increase of consumption among those engaged on the 
farm.! This, of course, means that a part of the increase in national pro- 
duct will be consumed in situ and never therefore enter the market economy 
to create additional incomes and effective demand. 

The surplus to be exchanged for industrial goods will therefore be 
smaller than it might have been otherwise, and consequently the terms of 
exchange will not be turned in favour of the industrial sector to the extent 


1 In other words, the subsistence producer’s marginal propensity to spend on manu- 
factured goods is likely to be low. 


v 
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they might otherwise have been.’ Agricultural prices will fall less and real 
wages in industry will rise less. There will be less scope for depressing 
money wages in consequence and for increasing the profits and savings of 
entrepreneurs. At the same time, because effective demand has risen less 
there will be less incentive to invest in additional industrial producing 
capacity. 

Nor is this all. Real income in the subsistence sector will have risen as a 
result of: 

(a) The increase in food consumption, and 

(6) The increased command over industrial goods due to the larger 


surplus. 
This surplus will, of course, be smaiier than it would have been had less 


been consumed on the farm. But it may give equal (or greater) command 
over industrial goods if the elasticity of demand for agricultural output is 
unity (or less).? 


1 It may be of interest here to consider briefly the formal conditions which determine 
whether agricultural or industrial incomes will rise more in consequence of an initial increase 
in agricultural productivity ; and to examine the reasons why, as argued in the text, in the 
setting of a predominantly non-commercial agricultural sector the rise in industrial incomes 
is likely to lag behind that in agr‘cultural. 

The following condition, derived from equation (18a) of Mr. Black’s appendix, must be 
satisfied in order that the rise in industrial incomes may exceed the rise in agricultural follow- 
ing upon a rise in agricultural productivity: us < ¢,(i,;+%,) where #, = u,+u,—1 and where 

4, = agricultural consumers’ price elasticity of demand for industrial goods 
ts, = industrial consumer’s price elasticity of demand for agricultural goods 
€, = agricultural consumers’ income elasticity of demand for industrial goods 
4, = proportion of agricultural consumers’ incomes spent on industrial goods 
i, = proportion of industrial consumers’ incomes spent on agricultural goods. 

Now where u,+%, <1 the above inequality will always be satisfied. Where u,+4u,> 1 so 
that u, > 0 the outcome will depend on the values of the parameters e, and 7,, as well as u, 
and u,. It seems possible to distinguish two broad cases. The first represents an under- 
developed and stagnant economy with an agricultural sector devoted primarily to subsis- 
tence production. In this situation the agricultural consumers’ income elasticity of demand 
for agricultural product is likely to be relatively high—at unity or even above, income 
increases being spent mainly on more or better food ; é; in consequence will be relatively low 
(unity or below) ; 7, is low, only a small share of agricultural consumers’ incomes being spent 
on industrial goods while 1—7,, the share of industrial consumers’ incomes spent on these 
goods, will be substantially higher ; u, is likely to be unity or less, as agricultural consumers 
are unlikely to possess savings or to reduce their consumption of agricultural goods in re- 
sponse to a fall in industrial prices ; u, is likely to be less than unity as industrial consumers’ 
price elasticity of demand for agricultural produce is, as a rule, low. 

The second economy envisaged is one where agricultural production is already largely 
commercialized and where development is in progress. In this setting e, may be expected to 
be substantially above unity and i, rather higher than in the subsistence economy. 4, is 
likely to be somewhat lower, but i1,+%, are likely to be higher.than in the previous case. 
(The reason for this is that both 7, and 1—7, must be less than one, and as 1—7, was con- 
siderably higher than i, to start with, its scope for further increase will*be more limited ; it 
follows that 4, is likely to fall by less than the rise in 7,.) As there is little reason to expect the 
price elasticities (u,-+4,) to be different, it is apparent that the conditions of the inequality are 
more likely to be satisfied in the second case than in the first. 

* In other words, whether a given decrement in the agricultural surplus will increase 
agriculturalists’ command over industrial goods will depend on the elasticity of the offer 
curve of the industrial sector over the relevant range. 
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Industrial wages, on the other hand, will have risen less and to that 
extent the incentive for migrating from the farm to the factory will have 
been reduced. With the removal of both the stick of a declining agricultural 
consumption level and the carrot of high and rising industrial wages, the 
flow of labour from the farm to the factory is likely to dry up. 

Indeed, in a situation where many industrial workers retain their ties 
with the village or tribal community, a rise in farm real income may 
actually tempt them to re-migrate there, in order to claim a slice of the 
increased family cake. This will result in an upward pressure on industrial 
wage-rates and further inhibit the rate of industrial expansion and capital 
formation. This may happen even in a situation where there still exists in 
the agricultural sector a substantial degree of under-employment. This is 
so because in order to attract labour to the factory industrial wages will 
have to exceed not merely the level of marginal value productivity! in the 
agricultural sector (which may still be close to zero) but the level of average 
productivity in that sector which as a result of the initial technological 
improvement may have risen well above subsistence level.? 

Two factors will lessen, though not eliminate the threat of stagnation 
resulting from increased agricultural productivity.* Firstly, where sub- 
sistence farmers are tenants (rather than independent cultivators) some 
part of the increased production may accrue to the landlord, who may well 
direct it into commercial channels without consuming any of it himself. 

Secondly, even subsistence farmers will not continue indefinitely to in- 
crease their per capita consumption of what they produce. After everyone 
has eaten their fill (including possible hungry re-migrants from the in- 
dustrial sector) further increases in production will find their way into the 


1 It is frequently found that long-term equilibrium tends to establish itself with average 
earnings in agriculture substantially below those in industry. Where this is the case the state- 
ment in the text must be restated in terms of rates of increase rather than of absolute levels. 
In order to attract labour to the factories industrial wages must rise at a faster rate than the 
level of average productivity in agriculture. 

* Thus, for example, in Ghana ‘there is a shortage of labour in the sense that at the 
current level of wages (industrial) employers cannot get all the labour they want’ (W. A. 
Lewis, Report on Industrialization, &c., para. 223). But this need not imply (as the Report 
suggests it implies) that labour could not be employed more productively in industry than 
in agriculture. The facts quoted are not inconsistent with a situation where the marginal 
product in manufacturing industry is above the marginal product in agriculture but below 
the average product in agriculture and where the latter forms the basis of agricultural labour 
rewards 


% The formal conditions under which an initial increase in agricultural productivity may, 
through its effect on the distribution of the labour force, actually reduce total income are 
discussed in the penultimate section of Mr. Black’s appendix (cf. esp. equation (22) ). 

A considerably more complex model than the one used in the appendix would, of course, 
be needed in order to determine the conditions under which the rate of growth would be 
maximized. Such a model would in addition have to take account of the effect on invest- 
ment of the distribution of income (between sectors) and presumably also of the effect of 
growth on the elasticities of demand and supply. Mr. Black’s formulation points to the 
formidable complexity of the factors determining economic growth. 
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commercial market and thereby stimulate development by the process 
outlined above. 

It is possible, of course, that the whole or part of the increased agri- 
cultural surplus can be sold on the world market at a constant or only 
slightly lower price. In this case the whole of the initial benefit will accrue 
to the agricultural sector and the impetus given to industrialization may 
be negligible in the absence of positive government measures in the form 
of import controls, tariffs, or export taxes. 

The economic conditions discussed in the preceding paragraphs appear 
to place severe difficulties in the path of economic growth of the non- 
agricultural sector. An initial impetus to economic growth, instead of feed- 
ing on itself to become cumulative and self-sustaining, is apt to come to 
a halt before obstacles of its own making. Underdevelopment of this sort, 
in other words, represents a position of very stable equilibrium. There are 
two ways in which each transfer of labour from agriculture to industry will 
tend to discourage further industrialization: by raising average earnings in 
the subsistence sector, and by adding to industrial output (and thereby 
turning the terms of exchange in favour of the agricultural sector). 

To permit continuous industrialization, industrial productivity must 
therefore rise at a rate sufficient to permit absorption of additional labour 
units at steadily rising wage-rates. This is likely to imply also that in- 
dustrial productivity must rise faster than real earnings in agriculture be- 
cause the pull of the factory will first be felt by those agricultural workers 
whose mobility is highest, and larger incentives may have to be offered to 
attract the laggards whose low mobility (because of family ties, inadequate 
response to financial rewards, &c.) has held them back on the farm.” 

As real earnings in agriculture will rise even without increases in pro- 
ductivity as the farm labour force declines, it is evident that industrial 
productivity will have to rise faster than agricultural except in situations 
where the elasticity of demand for agricultural products is very low. 

The above argument focuses attention on the need for setting up and 
maintaining differential earnings between agriculture and industry where- 
ever it is intended to promote the industrialization of underdeveloped 
countries with the help of the market mechanism (rather than by the 


1 It is necessary here to distinguish between two cases. Where the surplus commodity is 
food of a type which forms the staple diet of the peasants (e.g. rice) the argument presented 
above will apply. The surplus commodity may, however, be a cash crop (cocoa, rubber) ; in 
this case the agricultural economy would, ex definitione, not be of the subsistence type and 
therefore fall outside the scope of this note. It is worth noting that even in this latter situa- 
tion development would be impeded if average rather than marginal productivity formed the 
basis of agricultural remuneration. 

2 This point will carry less weight where the impetus of economic development has the 
effect of lowering traditional obstacles to mobility (thereby tending to shift the supply curve 
of labour to the right). 
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direction of labour). It also points to the danger of applying to the de- 
velopment of subsistence agriculture generalizations which are valid only in 
the context of mature market economies. 


APPENDIX: A MATHEMATICAL NOTE ON THE 
GROWTH OF A TWO-SECTOR ECONOMY 


By J. BLACK 


1. This note attempts to show under what conditions a two-sector economy would 
tend to develop in the ways suggested in the text. For this purpose a highly simpli- 
fied model is used ; no special originality attaches to much of it,* and indulgence is 
requested for the unrealistic precision of the relations assumed in it. It is hoped that 
it may none the less be of assistance to readers who would like to see how the 
qualitative arguments of the text can be expressed in quantitative terms. 

2. Let us assume that there is an economy with two sectors, and with only one 
mobile factor of production, which we shall refer to as labour, and a social organiza- 
tion such that in each sector this factor receives its average product in that sector, 
thus absorbing the total product. We shall call sector 1 ‘Agriculture’ and sector 2 
‘Industry’. We thus ignore the possibility that capitalists will exact a share of the 
produce of industry, and landowners a share of that of agriculture ; this is because 
we wish to assume that the distribution of the total spending of each sector between 
industrial and agricultural goods depends solely on average incomes in each sector, 
and on the relative prices of the two types of goods. The inclusion in the model of 
four types of consumers, of investment expenditures, &c., would add to the com- 
plexity of the model, whereas we wish to consider the simplest possible case. 

3. We assume that neither sector has increasing returns, and that the total pro- 
duction of each, in real terms, is given by production functions of the form 
(1) Y, = M,°Q, and (2) ¥, = M,°Q,, 
where Y, and Y, are the net outputs of the two sectors, 11, and M, are the quantities 
of labour used, Q, and Q, are parameters proportional to the productivity of labour 
in each sector at any given level of employment, and a and b are constants between 
1 and 0 showing the marginal productivity of labour at any given time. 

4. For the purpose of analysing the development of the two sectors, over time, it 
is convenient to make use of proportional rates of growth, thus 
(3) Yi =am,+q,, and (4) yg = bm,+ Gy 
where ¢ denotes time, and 

1 dY, 1 dM, 1 dQ, 


eee “Ra 8 Ga’ 

and so on for all other proportional rates of growth. If the prices of the two sectors’ 
goods are P, and P;, which increase at the proportional rates p, and p,, then the total 
money incomes of the two sectors Z, and Z, increase at the proportional rates z, and 
2g, given by 
(5) % =am+q+p, and (6) z, = bm,+9.+D2, 
and per capita money incomes V, and V, increase at the proportional rates v, and v,, 

* In particular, much of the same ground is covered, in a slightly different context, by 
H. G. Johnson, ‘Economic Expansion and International Trade’, Manchester School, May 
1955. 
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given by 
(7) % = %+7:—(1-a)m, and (8) vg = g.+p,—(1—b)m,. 


5. Now if the proportions of incomes spent on the other sector’s products by the 
consumers of each sector are 7, a1 4 i,, and the relative price of the two sectors’ 
goods changes at the proportional rate r = p,—pz,, the cmm-abtiving indices N, and 
N, rise at proportional rates n, and n,, given by 


(9) m =p,—7ri, and (10) n, = p,+ri. 


Thus if we use as a measure of real wages in each sector its per capita money income 
divided by its cost-of-living index (as seems only natural) we can say that real wage 
levels, W, and W,, increase at the proportional rates w, and w, given by 


(11) w, = q—(l—a)m,+ri,, and (12) wy = g,—(1—b)m,—ri,, 


i.e. real wages in each sector increase in direct proportion to its own productivity, 
in inverse proportion to the increase in man-power used, and in direct proportion to 
the movement of the terms of trade in favour of that sector. The proportional rate 
of change of an index of relative real wage levels in the two sectors is 


(13) W,— Wy = 9, —F.— (1 —a)m, + (1—b)m,+1(t, +4). 


6. If the two sectors are to maintain balanced trade as they develop, then the 
trend of relative prices, r, is determined by 


, , 
_ &3Ya—- 1 YW 
ecg 


(14) 


where u, = u,+u,—1, u, and u, are the price elasticities of demand in each sector 
for the other’s goods, and e; and e; are the income elasticities of demand for the 
other’s goods of each sector as it develops. This formula is derived from an article 
by Professor H. G. Johnson, ‘Increasing Productivity, Income—Price Trends, and 
the Trade Balance’, in the Economic Journal of September 1954 ; its derivation is too 
long to be reproduced here. Price elasticities refer to relative prices, and the real in- 
come effects of changes in the terms of trade are included in the price, and not in the 
income elasticities. Johnson, however, uses a model in which the amount of factors 
is in effect assumed to be constant, so that the income elasticity of demand for im- 
ports of an entire sector, e;, is equal to the income elasticity of demand of a typical 
individual in it, e,. To obtain ej from e,, assuming all consumers in a sector to be 
similar in tastes and incomes, so as to be able to apply the Johnson formula to our 
case of increasing populations, we take a weighted average between 1,-weighted by- 
m,, and e,, weighted by w, ; simplifying, this yields 





(15) goeitna, 1 Dita dew. 
"1 Ye 
thus 
(17) a: €, bmg + €s 92+ M4(1 —€,) —e, am, —e, 9, —™,(1—e,) 
Us 
and 
(18) w,—w, = (1—e,8)(g,—(1—a)m,)— (1 —e,8)(g.—(1—b)m,) +8(m,—m,), 
where ¢ = ith 
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7. We can see from these relations the effects of any change in population or 
productivity in either sector, both on the terms of trade between the sectors and on 
the rates of increase of both absolute and relative per capita real incomes in the 
sectors. Consider the case where only productivity in sector 1 is increasing, i.e. where 
q, is positive, and g, = m, = m, = 0. 





=~ @f1—2% 
(11) m, = a(1- 24), 
where ¢,4, = g, = the marginal propensity of agricultural workers to spend on the 
industrial sector’s goods. Thus an improvement in productivity for sector 1 increases 
its own per capita incomes provided the direct effects of the increase in productivity 
outweigh the effects of worsened terms of trade with the industrial sector. 


_ W142 
aS > 


(12 a) We 2 
3 


which is positive unless sector 2’s goods are inferior to sector 1 consumers, in which 
case ¢e, will be negative.* Thus an increase in agricultural productivity normally 
increases real wages in industry, and 
(17 a) f= ons 

Us 
i.e. an improvement in agricultural productivity worsens the agricultural sector’s 
terms of trade. 


_ alt i) 
3 


(18 a) yw, = 9,(1—E 


shows the change in relative real wages in the two sectors. If w,—w, is positive, then 
a fortiori w, must be positive; and the effects of productivity increases in sector 1 
will be more favourable to its own per capita real incomes, relative to those of sector 2, 
the lower its income elasticity of demand for sector 2’s goods, ¢,, the higher the price 
elasticities of demand for ‘imports’ in both sectors, and the higher the sum of the 
proportions of incomes in the two sectors spent on the other sector’s goods, 7, +4. 

8. Next we assume that only population in sector 1 is increasing, i.e. that m, is 
positive, and m, = g, = q, = 0. 


ee Pe 
(11 b) wo, = —m,[(1—a) 4"), 


Thus population increase in sector 1 worsens its own real wages provided the ex- 
pression inside the square brackets in (11 b) is positive; the size of this expression 
increases as 7, increases and u, decreases (provided it remains positive), if e,(1—a) 
is less than 1. The tendency for real wages in agriculture to fall us a result of popula- 
tion increases is stronger, the smaller is a, i.e. the worse decreasing returns prevail, 
provided e, 7, is less than u;. Normally w, will be negative when m, is positive, and a 
fall in per capita incomes will result from population increase. 


(12 b) = m1 1 —e,(1—a) ). 
3 
Thus real incomes in sector 2 will be increased by a rise of population in sector 1 
* Also provided that u, = u,-++u,—1 is positive. This is the condition familiar in inter- 


national trade theory as the stability condition for a devaluation improving the balances ; to 
save repeated reference to this point it will be assumed below that u, is positive. 
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provided e,(1—a) is less than unity, i.e. provided the terms of trade turn against 
sector 1; this is shown by 


(17 b) r= ——}(1—e,(1—a)), 
Ug 


which is negative when (12 b) is positive. 
(t,+%)(1—e,(L—a) )] | 
Us 


thus real wages in sector 1 tend to fall relative to those in sector 2 the more, the 
smaller is u;, i.e. the smaller is the sum of the price elasticities of demand for ‘im- 
ports’ provided it remains above 1, and the larger is 1,+7,, as long as e,(1—a) is less 
than 1. Also, w,—w, is smaller, i.e. relative wages in agriculture fall more, the lower 
is a, provided u, exceeds e,(i,+%,), and the smaller is e,, since when agricultural 
incomes decrease, the higher the income elasticity of demand of agriculturalists for 
industrial goods, the more the reduction of real wages can be shifted on to the 
industrial sector. 

9. An analogous analysis applies to the effects of g, and m,, the proportionate 
rates of growth of productivity and population in sector 2. To find the total effect 
of the growth of all four parameters considered, it is necessary to assign numerical 
values to the constants a and b. If it is assumed that decreasing returns prevail in 
agriculture, sector 1, then (1—a) will be positive, and in the limiting case where 
marginal productivity in agriculture is actually zero, (l—a)= 1. If constant 
returns prevail in industry, then (1—b) = 0. 

10. Up to now we have been treating the changes in population* in each sector as 
though they were entirely independent ; but it is possible and desirable to consider 
the connexion between them. We assume population changes to be due to two causes, 
natural increase, and migration between the sectors. M = M,+M, = total 
population, and m is its proportional rate of growth. m’ we define as the proportion 
of total population ‘moving’ from sector 1 into sector 2 in each period, whether by 
actual migration, or as the result of differences in the rate of natural increase, (m’ 
corresponds to ‘migration’ in common usage if the rates of natural increase in the 
two sectors are equal). Thus 
(19 a) m, = m—k,m’ and (19b) m, = m+k,m’, 
where k, = M/M, and k, = M/M,. No assumptions are made about the relations 
between real wage levels in the two sectors, for we measure these only by index- 
nurnbers which do not take into account tastes, intangibles, and other differences. 
But if there is any degree of mobility between the two sectors, it does seem reason- 
able to suppose that this would stop the rates of growth of per capita incomes from 
diverging ; and so we assume that migration will take place so as to keep w, Ra = 0. 
Thus, from (18), 


(20) (1—e, 8) (¢,—(1—a)m,) = (1—e,8) (gg—(1—6) m,)+8(m,—m,), 
and, substituting (19a) and (19b) in (20), 

(1—e,8) (g.—(1—b)m) —(1—e, 8)(q, —(1—a)m) 
(1—e, 8)(1—a)k, + (1—e,8)(1—b)k, +8(k, +k) 5 


11, A given course of development of the economy, i.e. given rates of change m, 
q;, and g,, can fairly be said to ‘encourage’ the sector into which population is drawn. 
Thus sector 2, industry, is encouraged if m’ is positive. We can examine separately 
the effects on m’ of productivity increases in each sector, and of an increase of total 





(18 b) tow, = —m,|(1—a)+ 





(21) m’ = 


* For simplicity we assume that all the population works. 
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population. Making q,, g,, and m in turn positive while the others are zero, and 
assuming that constant returns prevail in industry, so that (1—b) = 0, 





e,° . ? om Wa ew ic | 
q, positive yields (21 a) scp ders (1—e, 8)(1—a)k,-+8(k, +k)’ 
(1—e,8)q, 





42 positive yields (21 b) m’ = (Iegey(1—ayk, +a(b, Fh)” 


eae ‘ (1—a)(1—e, 8)m 
and m positive yields (21 c) m (Ie, 61 —a)k, +0(k, +h)” 
It will be seen from (21 c) that a high income elasticity of demand for industrial 
goods among agriculturalists, e,, encourages migration into agriculture as popula- 
tion increases ; this is because real wages fall in each sector. As (1-—«a) is positive, or 
zero in the limiting case of constant returns in both sectors, and as k, and k, are 
necessarily positive and over 1, while their sum is necessarily over 4, it is apparent 
that the signs of (21a, b, and c) depend on the values of ¢,, ¢,, and 8. 8 = (1, +%)/us, 
and must be positive if w, is positive ; 7, and ¢,, the proportions of incomes in the two 
sectors spent on the other sector’s products, depend both on the tastes and on the 
real incomes of the two sectors’ consumers. If tastes in the two sectors are the same, 
(i, +4,) will equal 1 if incomes are equal, and will be more than | if the sector for 
whose goods both sectors have an income elasticity of demand of more than 1 has 
ower incomes. If both sectors have an income elasticity of demand for industrial 
goods of more than 1, but industrial workers have higher incomes, (7, +-7,) will be less 
than 1. Any tendency towards a difference of tastes such that consumers in each 
sector have a relative preference for their own sector’s goods implies that (7, +-4,) will 
be less than 1 even when real incomes in the two sectors are equal. 

12. If the price elasticities of demand for ‘imports’ of the two sectors, u, and ts, 
are more than 1, then ws; will be more than 1; but in general s can be more or less 
than 1. Again, e, and e,, the income elasticities of demand for ‘imports’, can be 
more or less than 1, so that e,8 and e,8 in turn may be more or less than 1, and the 
signs of (1—e,s) and (1—e,s8) depend on the particular values of the various para- 
meters. The common denominator of (21 a, b, and c) is probably positive if s is 
positive, since (k,+,) is large. If it should happen that each sector had an income 
elasticity of demand for industrial goods of more than 1, e, would be more and e, 
would be less than 1, and if the price elasticities were such that s was about 1, it 
could easily happen that (l—e,s) was negative and (1—e,s) was positive; thus if 
the denominator of (21 a, b, and c) remained positive, increases in productivity in 
either sector would tend to make m’ positive, and encourage movement of popula- 
tion into industry, but an increase in population would tend to shift labour into 
agriculture. The amount of migration in each case is larger the larger is k, relative 
to k,, i.e. the larger is M,, the population in agriculture, relative to M,, the popula- 
tion in industry. — 

13. It may finally be asked why we are interested in knowing how the labour 
force will be shifted by any given increase in productivity in either sector, or any 
increase in population. The reason is that the system of allocation of incomes means 
that if the two sectors suffer from decreasing returns to an unequal extent, the pro- 
portion between average and marginal productivity in the two sectors will be differ- 
ent.* Thus it is possible that a rise in productivity in one sector, while it would be 
bound to increase real incomes somewhere if labour did not shift, could induce a 





* This neglects the question of the influence of the proportions of the total labour force 
engaged in the two sectors on the rate of increase of productivity in either or both. Thus it is 
frequently argued that a rise in the share of industry, i.e. a rise in M, relative to M,, makes 
for a larger increase of productivity in both sectors. 


334 ECONOMIC DEVELOPMENT WITH SUBSISTENCE AGRICULTURE 


perverse movement of labour so as to lower the efficiency of its allocation between 
the two sectors, thus offsetting part or even all of the direct benefits. In the general 
case the expression showing how far this will occur is so complex that no intelligible 
economic meaning can be attached to it, but it is possible to reach a simple result in 
the (highly relevant) special case where returns in industry are constant, so that 
(1—b) = 0, but the marginal product of labour in agriculture is zero, so that 
(l—a) = 1. 

. 14, An increase in productivity in agriculture, with industrial productivity and 
total population constant, i.e. g, positive, with g, = m = 0, means that total output 
valued at constant prices will increase or decrease according to whether 


Zk,(1—e, 8) 
(1—e, 8)k, +8(k, +k) 


is less or greater than 1, where Z is the ratio of total money incomes in industry to 
total money incomes in agriculture before the rise in productivity. If per capita 
money incomes in the two sectors were equal before the change, then Z = k,/k,, 
and the total output is bound to increase. But if per capita incomes were greater in 
industry before the change, then Z would exceed k,/k,, then the effects of a positive 
q, i.e. of increasing productivity in agriculture, could actually reduce total incomes 
at pre-change prices. If per capita money incomes were very widely different before 
the change, however, this would itself reduce any degree of confidence with which 
such an index could be treated as a welfare measure. 

15. It cannot be claimed that the simplified model used here necessarily shows 
what would be the course even of the development of a closed, two-sector economy, 
for the form of the production function assumed is itself a special case, as is the 
hypothesis that productivity changes take the form of uniform shifts of the produc- 
tior. function in each sector, leaving their shapes unchanged ; and mobility of popula- 
tion is of course liable to be affected by factors which make for much less uniform 
movements than have been postulated. It is hoped, nevertheless, that this note may 
have helped to present at least some of the problems of the balanced development of 
@ two-sector economy in a shape which makes them susceptible to formal analysis ; 
at least it must be recognized that even the simplified model used here brings out the 
inherent complexity of the situation. 
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